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Incidence of Business-Profits Taxes 
By GEORGE V. KRACHT 


Since the year of 1916 the problem of the incidence of a general 
tax upon business profits has had a deep interest for industrial 
executives and public accountants. In constructing and inter- 
preting graphic charts and comparative statements of operating 
results, computing goodwill or estimating the prospective earning 
power of a business on the basis of past results, the disposition of 
the high federal taxes paid becomes undeniably a troublesome 
question. Yet this question must certainly be answered in one 
way or the other before any satisfactory inferences can be drawn 
by executives from comparative data. 


PROPOSED SOLUTIONS 


Three more or less well-defined schools of thought on this 
perplexing problem exist. The first, carrying with it the un- 
questioned authority of Professor E. R. A. Seligman, maintains 
that profits taxes cannot be shifted; that all efforts on the part of 
taxed agencies to redistribute them over the community through 
the media of higher prices meet with an effectual resistance on the 
part of the consuming public; that the eventual result of these 
efforts is merely higher prices or nominal profits before taxes, 
but the same real profits, it being assumed, of course, that other 
factors influencing profits remain constant. Translated into 
ordinary accounting terms, this school holds that profits taxes 
represent distributions to the government as a partner in business 
enterprises. 

A second school of thought contends with equal definiteness 
that all profits taxes are actually paid by the consumer; that the 
producer or distributor pays only that portion thereof which he 
would normally pay in his capacity of an ultimate consumer; and 
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that the diffusion of such taxes is accomplished through the means 
of a changing price level. In other words, it is contended that 
profits taxes constitute a cost of production. 

A less arbitrary and perhaps more inconclusive stand is taken 
by still another set of writers. These latter hold that a partial 
redistribution of a business tax levy is generally accomplished, but 
that the ratio redistributed cannot be uniformly defined with any 
substantial accuracy. So far as the accountant or business man 
is concerned, the practical effect of the conclusions of this school 
is that the relation of income taxes to operating profits is a special 
matter to be considered in interpreting charts and statements, 
but one not capable of mathematically precise definition. 

In the face of this wide divergence of opinion among experts, the 
layman is inclined to throw up his hands and fall back upon an 
attitude of agnosticism. Unfortunately, some working postulate 
on the subject is a matter of practical necessity. The accountant 
and the executive must arrive at a decisior:, whether they wish to 
or not, simply because they deal with questions which involve and 
demand a decision. I, therefore, make no apology for discussing 
this contentious problem in these pages, confessing, at the outset, 
my adherence to the theory last mentioned. 


THE ARGUMENT FROM STATISTICS 


A set of facts and a basic theory of political economy are 
usually advanced by the “ non-diffusion’’ advocates in support of 
their contentions. The set of facts is that during the past seven 
years prices have not varied concomitantly with the tax levies; 
that during the years of almost confiscatory taxes (1917 and 1918) 
commodity prices were lower than in subsequent periods; and that 
consequently no causal connection between the two series of phe- 
nomena can exist. But since taxes cannot get redistributed over 
a community except through the medium of a changing price level, 
it is concluded that taxes upon business profits cannot be shifted. 

The argument would be convincing only if the reaction of prices 
to profits taxes must be direct and instantaneous. That as- 
sumption, as every producer of commodities knows, is invalid. 

An abrupt increase in the rates at which profits taxes are levied 
creates a problem, which the business world solves gradually, 
hesitatingly and piecemeal. Even the monopolist is compelled to 
act slowly in the face of such a situation, to experiment and to 
revise his sales policies several times before he attains that nicety 
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of adjustment of price to market which insures him the mainte- 
nance, so far as is possible, of his status quo. How much more 
true is this of the tenuously connected groups of producers whose 
policies determine prices in competitive fields! 

An extremely high tax levy does not pass through the industrial 
system with the rapidity of an electric current. The fabric of 
that system is made of adaptable but highly resistant material; 
its processes of accommodation are slow and involved; and the 
full effects of a sharp change in the environing influences surround- 
ing the system do not become apparent until after a considerable 
period of time has elapsed. Consequently, the assumption that, 
since prices have not varied concomitantly with taxes during the 
past decade, the two phenomena are not causally connected may 
be passed by without further argument. It is unnecessary to 
point out that major inflating influences, other than taxes, at work 
during this period must be considered, if any valid inference from 
statistical data is to be drawn. 


THE LAW OF PRICE 


The economic law upon which is based the contention that 
profits taxes cannot be shifted offers greater difficulties. 

Professor E. R. A. Seligman, the leading exponent of this 
school, presents it in the following words: 


But while there is only one price for exactly similar units of the same 
commodity in the market at any given time, there are, under conditions 
of competition, always differences in cost. . . . At any given time 
the normal price will tend to equal the highest cost of production. As 
long as the demand at any particular time is sufficient to take off the 
total supply of commodities produced at different costs, the price at which 
the whole supply will be sold tends to be fixed at the point of greatest cost. 
Inasmuch as the price is fixed at the cost of producing the most expensive 
portion of the supply that is actually sold, the difference between the 
lowest cost and the actual price—that is the difference between the cost 
of producing the article under the most disadvantageous circumstances 
and that of producing and bringing it to market under the more favorable 
conditions, constitutes the producers’ surplus or profits. Profits are the 
result of the industrial process; they do not represent cost, but surplus 
over cost. 


= 


“onsequently, Professor Seligman concludes: 


Under normal conditions, when there is neither a business boom nor a 
business depression, when there is neither a sellers’ market nor a buyers’ 
market, but just an ordinary normal average market, the producer will 
not even have an excuse for adding an income tax to the price. For, as 
we have pointed out above, prices will be fixed under normal conditions 
at the cost of production of the marginal competitor who pays no taxes; 
and he pays no taxes because he finds at the end of the year that he has 
made no profits. (“Can Income Taxes be Shifted?” The National 
Income-Tax Magazine, April, 1924.) 
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From such premises, Professor Seligman draws the definite 
inference that ‘‘taxes on business incomes cannot be passed on in 
the shape of higher prices. a 


THE MARGINAL PRODUCER 


These premises constitute the basis upon which the structure of 
the political economy of the so-called classical school has been 
erected. With the fundamentals of the premises, we need here 
raise no quarrel. It is undoubtedly true that prices tend to co- 
incide with the highest cost of production for the reason that 
industry is substantially competitive. Abnormally high profits 
in any field of activity attract new capital thereto; the first effect 
is an increased supply; and, as price is largely a function of supply 
and demand, the subsequent result is lower prices. The modus 
operandi of these economic forces should be manifest to every 
public accountant. 

We must, however, quarrel with the assumption that this 
tendency of price to coincide with the point of greatest production 
is uniformly realized. If the industrial organization were a static 
condition, with a plenitude of capital, available labor supply and 
the other factors requisite to an instantaneous achievement of 
ends, the tendency in question might be largely realized. 

But industry is certainly not static in character. It is rather 
an organism; a fluctuating balance of forces, some exclusive, 
others complementary. Capital and labor, production and 
consumption, supply and demand, inventive progress, growth of 
population and innumerable other forces enter into that unstable 
equilibrium which we call modern industry. Tendencies every- 
where are opposed, deflected from their course or brought to a 
standstill at some intermediate point. We may say that such 
and such a force per se tends to produce certain definite effects; 
will produce such effects if unmodified; but that is quite differ- 
ent from the assertion that the effects in their entirety are fully 
realized. 

In the present case, the nature of the opposition met by the 
tendency of competition to depress prices to the level of highest 
costs will readily occur to every public accountant. New fields of 
industry are continually opening up to capital through the crea- 
tion of new wants; old fields are being constantly expanded 
through normal growth of population and invention; while both 
are influenced by the ever increasing productivity of labor. 
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Asa result of these forces, even in the old established industries, 
the downward tendency of price is halted before it meets the rising 
cost of production. And when, through the progress of invention, 
the line describing cost of production in any particular field is 
depressed to a lower level, the margin between price and cost of 
production is temporarily still further increased. 

The distinction between a cross-section of any special group of 
producers at any one time on our theory and that propounded by 
Prof. Seligman may be graphically illustrated by the following 
diagram: 
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In this diagram, the line AC represents the price level estab- 
lished largely by the workings of the law of supply and demand. 
BD reflects cost of production, increasing as it includes concerns 
producing at higher costs. The distance between AC and BD at 
any point (AB, XY, CD) measures profits to the producers located 
at such pointon BD. The line EC is drawn to give effect to the 
consideration that if supply were decreased by moving the line 
CD towards AB, the price level (AC) would be raised. In actual 
commercial practice, this latter line would probably be broken; 
and the entire diagram must be taken as an illustration of a set of 
principles rather than a graphic representation of fact. 

The shaded area represents Professor Seligman’s extension of 
the theory outlined above. Inasmuch as he presumes a greater 
supply than have we, the price level would be lower; that is, it 
would normally be located at O, the point at which EC extended 
intersects the extension of line BD. The result is, of course, to 
reduce profits of all producers, although as stated, no attempt has 
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been made to fit the representation to any industry; and, conse- 
quently, the proportions shown are purely arbitrary. 


MARGINAL PROFITS 


It follows from the foregoing that the dominating fact with 
regard to industry is that the great bulk of production is conducted 
at a substantial profit. If it were not, the incentive to risk money 
for such purposes would disappear. And when any particular 
field of activity becomes exploited to the point where profits 
commensurate with risk cannot be secured, capital begins to 
flow in other directions. 

Naturally producers make mistakes and frequently create 
conditions in some particular field which force the marginal pro- 
ducers to operate at a very narrow margin of profit. However, 
even here, the progress of invention, the growth of population and 
other factors quickly effect a readjustment. 

In short, while it should be granted that prices tend to meet the 
point of highest cost, they never do so simply because the moving 
forces of industry interpose. In a static society the coincidence 
might conceivably be realized; although even in this case, it is 
difficult to see what incentive would be offered investors to tie up 
money in enterprises which cannot produce at a reasonable com- 
mercial profit. However, the point need not here concern us. 


REVISED STATUS OF PROBLEM 


Granting that under normal conditions the producers at highest 
cost still earn reasonable profits, have we proved that the business 
taxes can be shifted? True enough, the motive to shift part of the 
taxes through the media of higher prices still exists. But can 
that motive be made effectual? And if it could on our assump- 
tion, why could it not equally be made effectual on the assumption 
outlined by Professor Seligman? The marginal producer, whether 
he feels the taxes or not, always has before him the motive to 
increase profits through prices, as have all other producers of 
commodities. If then, he does not increase them, it is because of 
the operation of laws which resist his desire so to do. 

Consequently, it would appear that even though Professor 
Seligman’s assumption that marginal producers generally earn no 
profit is untrue, still the situation is not a whit improved. The 
motive to earn higher profits through larger prices is present both 
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before and after a tax levy, and it is not clear just how the imposi- 
tion of such a tax could render the motive effectual. 

To make this clear, we are compelled to return for a moment to 
the forces that fix price. The essentials of the classical theory of 
supply and demand must, I think, be conceded. Price is largely 
a function of these two variables; the highest cost of production 
does not create or fix price; it merely conditions it. 

Let us put this as simply as possible. At any given time, a 
certain quantity of any particular commodity can be sold at a 
given price. Usually, however, due to our long and complex 
process of production, supply precedes demand. Demand 
regulates future supply; the present is a definite quantity. This 
total existent supply can be sold only at a certain price, dependent 
upon the demand therefor. Consequently, price is said to result 
from the working of the law of supply and demand. 

Now, if the price for any commodity remains, for a substantial 
period of time, farther above the highest cost of production than 
is the case with other commodities, capital will flow into that 
particular field, increase the supply and depress price. It will 
continue to flow in, however, only to the point where relative 
profits warrant. After that it will be attracted to other fields. 
If a mistake is made and the industry is expanded to the point 
where price equals or exceeds the highest cost of production, ex- 
pansion will cease until demand catches up with supply. It will 
probably be clearer, therefore, if it be said that prices of commodi- 
ties never for any long period fall below the point where they 
insure a reasonable profit to producers. This fact is clear to 
every accountant who has made even a superficial study of 
modern business. 

Consequently, it would appear to make no difference whether 
marginal producers do or do not have to pay a tax on business 
profits. The point is whether producers affected by the tax can 
shift a portion thereof to other shoulders by means of higher 
prices. If they can, any producers not operating at a profit will 
gladly follow their example. 


IMMEDIATE EFFECTS OF LEVY 


Price, as stated, is largely a function of supply and demand. 
Unit commercial profits are the difference between prices and cost 
of production. To shift taxes, therefore, producers must be able 
to increase prices and at the same time keep demand from falling 
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below the point where the higher unit profit is not eaten up by the 
lower number of units sold. What new elements does a tax on 
business profits introduce into the situation which enables them 
to do this? 

For one thing it provides an additional motive for united action 
on the part of that dominant set of producers who operate on the 
whole at a reasonable profit. The codperation in question may 
be largely unconscious; it may result, for the most part, from the 
partial suppression of the spirit of competition in the face of a 
common enemy. Imitation becomes a more powerful influence 
on that account; and as a result thereof a nicety of adjustment of 
supply to demand, not previously attained, is made possible. 

This factor is worthy of further notice, for an examination of it 
discloses how widely divergent are the theories of the political 
economists from the facts as they are known to the public ac- 
countant. The effects of a tax on the profits of the monopolist 
offer the best entrée to our investigation. 


MONOPOLISTS AND PROFITS TAXES 


The economists uniformly contend that the monopolist, at 
least, cannot shift profits taxes. The reasoning upon which their 
conclusion is based has been so clearly and tersely presented by 
Professor Seligman in the article previously mentioned that we 
cannot do better than to quote again from it. 

Professor Seligman states: 


But if the tax is imposed upon his (the monopolist’s) profits, it will not 
lead him to increase the price; for, if he could do this without cutting down 
his sales, he would have done it before the tax was imposed. t the 
consumer is willing to give is unaffected by what the producer is compelled 
to take. In the case of a tax on output the producer may find it to his 
interest to sell a little less at a higher price; because the less he sells, the 
smaller his tax: but in a tax on net profits his tax is reduced not by the 
falling off in output but by the falling off in profits; and if he increased 
the price he would suffer a double loss, namely in his lower profits as well 
as in the fang = of the tax. He will therefore prefer to maintain his 
profits and pay the tax, that is he will not shift the tax to the consumer. 


These statements would be erroneous even were the monopolist 
motivated in all his actions by a narrow self-interest. The 
producer who is wise enough to have gained control of the agencies 
manufacturing or fabricating any commodity knows full well the 
danger of leaving unsatisfied a large demand for his commodity 
which could be filled at a reasonable profit. Such action would 
not only imperil his commanding position by inviting either direct 
competition or competition through substitutes, but it would also 

248 








Incidence of Business-Profits Taxes 








lay him open to attack by the legislative or other protective social 
agencies. Consequently, even though he possessed the insight 
into social forces necessary to the nice adjustment of price to 
profit which Professor Seligman assumes and even though he were 
able to maintain that adjustment in the face of a fluctuating 
demand, it would not always be to his interest to do so. The 
competition which obtains among commodities and the danger of 
adverse legislation or of arousing a strong public sentiment would 
always exist. The most that can be said is that the monopolist, 
who is guided always by self-interest, maintains prices at a point 
which permits the largest profits in a given situation; due regard 
being given to the danger of inviting competition or adverse 
public action. This point is usually the point at which all demand 
for the commodity at a price sufficiently higher than cost to insure 
a reasonable profit on investment can be satisfied. Possible 
competition is a factor as strong as actual and, in a certain sense, 
competition (i. e., commodity competition) always exists. The 
conclusions to be derived from these facts are important. 

Before drawing them, however, the existence of other factors 
tending to depress monopoly prices to the point where they insure 
only a reasonable profit on investment should be noted. Probably 
every public accountant has had an opportunity at some time or 
other to study the development of a concern producing a patented 
article. If so, he knows that prices are first fixed experimentally 
at a figure which is substantially in excess of cost; that if consum- 
ers actively bid against one another, this price may be later in- 
creased, but otherwise will probably be maintained; that as pro- 
duction facilities are expanded, revisions of price downward are 
made when found advisable; but that the producer never attempts 
that endless experimentation with prices which would be neces- 
sary if the maximum of profits were to be secured. Habit, an 
influential force in industrial life, prevents, if nothing else. The 
market, of course, is studied with relation to cost and prices; 
policies are revised, etc. But the attainment of the maximum of 
immediate profits is uniformly prevented by the influence of 
habit and the difficulties which surround such attainment. 


MONOPOLY SLACK 


Now, such being the case, it is apparent that some slack always 
exists which the monopolist can pick up when an additional 
motive to do so is supplied. How large this slack is, how much he 
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can increase prices without endangering his profits, depend upon 
evident factors—such as the extent of commodity competition to 
which he is subjected and the degree to which his policies have 
previously been influenced by motives other than the desire for a 
maximum of immediate profits (habit, the instinct to expand, the 
difficulties and effort of experimentation with prices, the fear of 
inviting competition of a direct or indirect nature, etc.). 

The balance of this complex set of motives, manifesting itself in 
certain established price policies on the part of the monopolist, 
will obviously be disturbed by the sharp reduction in his profits. 
The fear of inviting competition will speak with less authority, 
if for no other reason than that such competition would be less 
likely to arise in the changed situation; while the disposition to 
move along the lines of least resistance (one of the most powerful 
motives in industrial life) will be transformed into an intense 
effort to maintain the status quo of the industry. 

That this effort can be made effectual is apparent, even though 
we assume for the moment that results are accomplished at the 
expense of less fortunately situated producers of other commodi- 
ties. Although economic laws condition his influence, the monop- 
olist, at least, has the power to react advantageously upon the 
industrial situation. The margin allowed him may be narrow and 
sharply confined, but it is none the less real. 


COMPETITIVE INDUSTRY AND PROFITS TAXES 


Of course, the obvious retort to all this is that the monopolist 
has merely succeeded in enriching himself out of the pockets of his 
fellow producers; that by raising his prices and thereby shifting all 
or part of his taxes, he has curtailed the market for other com- 
modities; and that the producers of such commodities are now 
subjected to the double burden of taxes and declining sales and 
profits. 

This would be true if the total demand for consumable com- 
modities were a fixed factor—that is, to translate the thought 
into ordinary commercial language, if the consuming public has at 
any one time only so many dollars which it is willing to spend. 
Before going into this subject, let us assume for the moment that 
demand itself in terms of dollars is a variable affected by price. 
If that be the case, then not only may the monopolist be able to 
increase his real profits through higher prices, but so also may 
agencies producing under conditions of competition. 
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We have already examined the argument that this assumption 
is invalid, because if any set of producers were able to increase 
profits through the media of prices, they would have done so 
without the incentive furnished by the tax levy. Such a state- 
ment of the case assumes an adaptation of means to ends, of 
policies to profits, which the facts of industrial life do not warrant. 
The situation of the monopolist has been minutely examined; the 
situation of competitive industry is similar. If the latter agencies 
do not hold the positions of strategic importance occupied by the 
monopolists, they acquire equivalent advantages, in that the tax 
levy provides an incentive to temporary coéperation among them. 
While an increase in price on the part of one producer before the 
levy would scarcely have moved his competitors to imitate his 
example, the situation thereafter would be radically changed. 
In short, the attempt to shift taxes through higher prices would 
be almost universal. 


CONSUMPTION AND PROFITS TAXES 


Now, the other side of the picture confirms the inferences which 
have been drawn from our examination of the producing agencies. 
This examination has led us to believe that no producer has fully 
exploited his market, or, in other words, has been earning the 
highest profits he can get, production factors remaining constant. 
But how can this statement be reconciled with the existence of a 
definite dollar demand? It would certainly seem that in a gen- 
eral price-raising movement, motivated only by a profits tax, 
some at least must suffer. 

It would, if consumption were not also a variable, influenced by 
prices. To say that the prcducing world can increase its real 
profits through higher prices within certain undetermined limits 
is the same thing as to say that the consuming world can and will, 
if necessary, spend more dollars on consumable products. Let us 
examine this possibility. 

Now, a cross-section of the consuming world, at any one time, 
would show a certain amount of income being disposed of to 
satisfy immediate wants, the balance being put away as savings. 
There has been attained what may be called temporary equilib- 
rium of desires. Confronted by an increase in the prices paid 
for articles consumed, the consumer will readjust his wants to his 
decreased real income. Some will maintain their savings and cut 
down on immediate wants; others will decrease both; while at the 
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opposite extreme still others will, if necessary, use up past savings 
in the effort to maintain their previous standard of living. 

If, therefore, a wide movement of prices upward is created by 
the producers, while some producers will suffer because of com- 
modity competition, it may be generally stated that the consum- 
ing public will increase its price purchases. The increase may not 
be sufficient to absorb the same units produced at the higher 
prices, because of the curtailment of wants through motives of 
necessity or desire, but it will in all cases be substantial. 

The effect on the profits of the various classes of producers will 
be various. Consumers who curtail their wants must readjust 
themselves to the new price situation and choose between them. 
Monopolists or favored industries, which have been strongly in- 
fluenced in past policies by motives other than self-interest, will 
be relatively benefited; commodity competition may force pro- 
ducers of luxuries to operate on a lower margin of profit, relatively 
to their previous situation in the producing world. Nevertheless, 
taking the producing agencies as a unit, they do undoubtedly 
manage to shift part of the tax levy. How far each member 
thereof is successful depends upon factors, some of which have 
been suggested, all of which the public accountant should study 
in constructing and interpreting comparative statements. 

A collateral effect of this process is obviously the decrease of 
capital which can be invested for productive purposes. The 
producer must be satisfied with lower profits, the consumer with 
lower savings. Consequently, due to the natural growth in 
population, the equation between supply and demand becomes 
further disturbed and the working of these economic forces con- 
firms and stabilizes the new price level, and perhaps even raises 
it still more than it has been raised. 

Even if the producer alone first bore the entire tax burden, the 
factors just mentioned would eventually shift part of it to the 
consumer. Since such levies produce increased motive to coéper- 
ation among competing producers and a motive on the part of 
the monopolist to exploit the market more thoroughly, the action 
of the producer will precede the action of supply and demand. 

Where agricultural products (such as wheat or corn) are con- 
cerned, the influence of the producer on the market is, at the best, 
feeble. Such groups must, for the most part, await the appear- 
ance of rigidly caused effects before part of the tax can be trans- 
ferred to other shoulders. 
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SPECIFIC CONCLUSIONS 


The conclusions, important to the public accountant, then 

are: 

1. That part of the taxes levied on business profits can be 
shifted. 

2. That the extent of the shift, with relation to any particular 
producer or set of producers, depends upon the special 
factors surrounding each case. 

3. That, in interpreting and constructing comparative state- 
ments, all such factors should be carefully studied for the 
purpose of disclosing the true effects of federal taxes on 
operating profits. 

4. That, while such effects cannot be determined with mathe- 
matical precision, the general relations of operating profits 
to profits taxes can be described with substantial ac- 
curacy; and that a knowledge of such relations is necessary 
to a correct reading of comparative statements, involving 
years of abruptly changing tax rates. 

The general principles outlined above should enable every 

public accountant to prosecute his investigation into their 
special application to any industry with profitable results. 
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Publicity in Industrial Accounts * 


WITH A COMPARISON OF ENGLISH AND 
AMERICAN METHODS 


By Sir A. Lowes-DICKINSON 


The damage and loss inflicted on the country by the continually 
recurring disputes in industry between capital and labor call for 
the most earnest consideration in order to explore methods by 
which what is in effect ‘“‘war in industry ’’ may be replaced by the 
processes of better understanding between employers and workers. 
Any steps which can be taken to make for greater confidence and 
more coéperation between these classes must tend to remove from 
such disagreements as must still be inevitable, owing to different 
points of view, the distrust, friction and bad temper which at 
present exist and would pave the way toward the only real solu- 
tion of the country’s troubles in this respect, namely, some form 
of arbitration, after negotiation between the parties has failed. 

Among the causes which lead to disputes must be placed in the 
forefront the lack of knowledge of the true facts as to the financial 
position in our staple industries. In a limited number of cases, 
as will be seen later, full publicity is now available, but in far too 
many industries jealous concealment of any facts relating to 
earnings and expenses is still the rule rather than the exception. 
In these days it would seem that the old idea that a business is 
owned entirely by, and should be run entirely in the interests of. 
those who contribute the capital must be abandoned, and the fact 
admitted that in order to achieve real and lasting success with an 
absence of friction and disputes, a business is in fact a partnership 
between those who subscribe the capital in whatever form, those 
who manage the business in its different departments and those 
by whose labor, under the guidance of the management, the 
products are produced and disposed of. 

This idea of partnership involves joint effort of both hand and 
brain on the part of all three classes of partners to secure the best 
results. A first essential to such coéperative effort must be a 
general knowledge, among all, of the various processes of manu- 
facture or operation and of their place in, and effect upon, the 
ultimate cost of the product or service. 





* A paper read before the Royal Statistical Society, London, 1924. 
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If additional capital is required in order to avail of the latest 
improvements in machinery and methods of operation, it should 
be supplied on the basis of receiving a reasonable but not excessive 
share of the results obtained and should have the codéperative 
assistance of the other two partners in the use of the additional 
facilities provided. If, again, the management is able, by greater 
effort and by the full use of its brains, to induce greater production 
per person employed, which can only be obtained by the effective 
codperation of the three partners, the management should be 
assured of a reasonable share in the extra produce obtained there- 
by. And lastly, if labor, with or without the expenditure of 
capital, with or without greater efficiency of management, is able 
to increase output per head and so reduce costs, it should be 
assured of a share in the savings effected, reasonably proportioned 
to the amount contributed by its greater efforts or diligence. 

Industry is still suffering to a large extent from the neglect of 
these principles in years gone by, and the consequent difficulty of 
removing from the mind of labor, which still has vivid recollec- 
tions of the manner in which piece-work rates were reduced as 
production was increased, the idea that it is being exploited by 
the owners of capital without obtaining a proper share in the 
results obtained by its greater efforts. 

On the other hand, partly no doubt as a result of the same errors 
in the past, labor is claiming greater remuneration for a shorter 
number of hours’ work without any regard to the undoubted 
economic fact that it is only by greater production per head, 
whatever the number of hours worked may be, that better wages 
giving a higher standard of living can be obtained. In fact, owing 
to enormous war losses and destruction of capital, a greater effort 
is now required to ensure the same standard of living, and if this 
greater effort is not forthcoming—and at present it is not—it will 
be impossible to maintain existing standards and gradual de- 
terioration must take place. In holding this attitude labor no 
doubt honestly believes, again from the result of unfair treatment 
in the past, that it is not receiving a fair share of the profits.of 
industry, and that consequently it is only necessary to raise 
disputes and cease work in order to force from the owners of 
capital a larger share in the ultimate proceeds of the products or 
services. 

There can be no reasonable doubt that if the principle of 
furnishing the workers with sufficient detailed information of the 
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cost of the product or service and the profit resulting therefrom 
were accepted generally, as it is already being accepted in a few 
cases, while claims for a greater share in the produce would not be 
avoided, at any rate they would be pressed with a due regard to 
the facts in relation to the industry or service and without the 
exaggerated claims and ideas which are so frequently in evidence 
on both sides. 

Reference has so far been made to three classes as being con- 
cerned in the financial results of an industry, but there is a fourth 
party which, while it cannot, except in rare cases, be treated as a 
partner, at any rate has a vital interest in the price at which 
commodities are sold or services furnished. The consumer, that 
is practically the whole population, is from the point of view of his 
main occupation, namely, consumption, the worst organized body 
in the country. That he feels this has been clearly shown in 
recent years by his perpetual outcry against the profiteer, and the 
unanimity and almost joy with which any attempts, however 
ineffectual or unfair, made to prevent the so-called profiteer from 
overcharging the consumer are received. Surely it is only reason- 
able, having regard to the fact that it is by the demand of the 
consumer that industry continues, that the consumer should have 
some reasonable assurance that he is not being exploited either by 
capital, management or labor, while at the same time those who 
are engaged in the operations of producing commodities or render- 
ing services for the consumer’s benefit should be allowed a reason- 
able, and no more than a reasonable, remuneration for their work. 

This principle has been accepted and is in full effect in the case 
of certain groups of undertakings, and there can therefore be no 
real injustice in suggesting its extention to other industries. It 
is the purpose of this paper to deal with the question of the 
publicity of accounts in some detail, but before doing-so it will 
be useful to summarize the cases in which methods are already in 
force for the regulation of profits, wages or prices. 

(a) In the coal industry in Great Britain there is an agreement 
for the determination of wages by reference to profits. This 
agreement is now in process of modification, but it is undoubtedly 
true that its existence over a period of two and a half years has 
been of great advantage and has contributed largely to the 
friendly conferences now going on in the endeavor to reconcile 
the conflicting claims of owners and miners as to their share in 
surplus proceeds. 
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(b) There is in course of arrangement a plan by which the net 
earnings of the railways in Great Britain are to be limited to the 
pre-war amount plus an allowance for additional capital expend- 
iture, and in the United States a somewhat similar arrangement 
is being evolved, under which the profits of the railways are to be 
limited to a fixed return upon capital employed plus some share of 
any surplus above that figure. Neither of these arrangements 
has at present become effective, and a difficult problem is involved 
so that it still remains to be seen whether this method of regulation 
in favor of the consumer will mature in practice. 

(c) Gas companies in Great Britain are regulated by a sliding 
scale between prices and dividends, supplemented in some cases 
by a distribution of a proportion of the profits to labor, under 
some form of co-partnership. 

(d) In the ironand steel industry there are sliding-scale arrange- 
ments between prices and wages, a plan which was also in force 
before the war in the coal industry. As has been only too evident 
in the last two years, high selling prices do not necessarily mean 
high profits, but are quite consistent with heavy losses, so that 
such a plan as this hardly affords a solution. 

(e) In some industries since the war, Whitley councils, or their 
equivalent, are in force for the discussion and settlement of 
questions that may arise between the management and labor, and 
generally with the idea of leading to greater codperation between 
them in endeavors for improved working and reduced costs. One 
difficulty in such councils, as sometimes organized, is a tendency 
to weaken the control by the management, by giving the workers 
too great a voice in the methods to be adopted. It should not be 
an impossible task to overcome such difficulties as these and to 
render councils of this sort even more useful to codperative work- 
ing between the managers and employees. 

(f) In isolated business direct profit-sharing arrangements of 
various kinds with employees are in force, and there is no doubt 
that in many cases the results are entirely satisfactory. 

(g) In the United States also many individual businesses have 
their plans for profit-sharing, in some cases organized on most 
elaborate lines on the form of the United States federal govern- 
ment, the employers standing for the president of the United 
States, the board of managers for the senate, and the body of 
workers for the house of representatives. Some of these organi- 
zations are most elaborately worked out, and are said to have 
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resulted in an extraordinary increase in the volume of production 
per person employed, a considerable share in the resulting savings 
being divided between the management and the employees as a 
bonus. 

There is not, however, it is believed, any instance in that coun- 
try of such an arrangement as that contained in the coal-mines 
agreement, by which wages in a whole great industry are deter- 
mined by reference to profits, based upon a full knowledge of the 
costs and results of that industry. 

In this country trade unions as a whole are opposed to profit- 
sharing and bonuses of every kind, but the fact that in spite of 
this opposition such schemes exist on a large scale, as for instance 
in the South Metropolitan Gas Co. and Messrs. Lever Brothers, 
shows that many workers see in such schemes a greater benefit to 
themselves than they would obtain by continual struggles through 
their trade unions. 

All such plans as have been outlined above must, in the long 
run, depend upon a sufficient degree of publicity to enable those 
interested to understand the salient features of the business, and 
in particular what effect any action, or want of action, by any 
individual employee must have upon the cost of the production or 
service in which he is a unit. The workers must be educated in 
the different processes in which they are engaged and must realize 
the place which each of these processes has in the completion of 
the whole, and their effect upon the cost, the amount of which, 
together with the selling price, which should be a fair one to the 
consumer, must determine in the long run the margin available 
for the remuneration of the three parties concerned. 

At this time it is only proposed to deal with so much of this 
question of publicity as has relation to accounts and statistics, 
either those submitted from time to time to shareholders or those 
prepared and submitted for the use of the public in accordance 
with legal requirements. The latter are in effect limited, both in 
this country and in the United States, to certain public services 
which are carried on under statutory authority requiring the pub- 
lication of accounts in certain forms. 

Railways. Both in Great Britain and in the United States all 
railway companies are required to render their accounts in certain 
specified forms. The forms differ in both countries, the classifi- 
cations being more minute in the United States than they are 
here. The accounts and returns are in both cases divided into 
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two main classes, namely, financial accounts and statistics. The 
financial accounts are on similar lines in both cases, and give 
fairly complete information as to the revenue and expenditure. 
On the other hand, the statistical information furnished to the 
shareholders in the annual reports of the American railways is far 
more complete than that given in the same documents in this 
country. It is true that the railways in Great Britain are re- 
quired to make statistical returns to the ministry of transport 
every month, and these are published in a monthly return which is 
available at the price of three shillings to anyone who chooses 
to purchase it. The return relating to December was published 
in March last. 

There is also an annual return, issued at the high price of 
twenty-one shillings at a later date (for 1922, in August, 1923), 
which gives for each railway substantially the same information 
as is available at a much earlier date in the annual reports of 
American railway companies. 

In view of the importance of the annual statistical returns, it 
may be suggested that railway companies in Great Britain should 
be required to publish in the annual reports to the shareholders, in 
addition to the information now given, at least the same statistical 
information as is contained in the American railway reports, 
which is quite sufficient to enable those interested to work out 
easily such additional statistics as may be desired. It may be 
noted that the annual report of the New York Central and other 
American railways, are issued to shareholders about the middle of 
April, while the annual reports of the railways in Great Britain are 
issued towards the end of February. The extra delay in America 
may be due partly to the inclusion in the report of the statistical 
information, but it would seem to be partly due also to the much 
greater extent of territory covered by the American systems. 

Dealing with periodical returns during the year, the American 
railways publish monthly both gross and net earnings, but no 
other statistical information, while in Great Britain the railway 
companies publish monthly only gross, but not net, earnings, and 
at a much later date (December return, 1923, issued about March 
15, 1924) complete statistical information for each month. It 
may be suggested that if American railways, extending over areas 
far larger than any company in the United Kingdom, can publish 
both gross and net earnings for each month, there is no good 
reason why British railways should not do the same; while the 
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mass of statistical information which the latter publish each 
month might with advantage and much saving of expense, both to 
the railway company and to the ministry of transport, be limited 
to a half-yearly or even yearly return. 

Reference should here be made to the very elaborate classifi- 
cations of investment, revenue and statistics, which are laid 
down by the interstate commerce commission at Washington. 
To show the voluminous nature of these classifications, it may 
be noted that, together with regulations as to the items to be 
included under each heading, they occupy some 220 pages, 
while the index to the classifications alone occupies nearly 300 
pages. There is also a series of accounting bulletins, in which 
are published questions on the classifications sent in by the 
railroad accounting officials to the interstate commerce com- 
mission and the replies of the commission. One specially inter- 
esting part of the classifications contains rules for the separation 
of operating expenses between freight services and passenger 
services. A great deal of work has been done in the United 
States on this subject in the past fifteen years, and the deter- 
mination of profits or losses in particular kinds of traffic has 
become a fairly common matter in that country. There can be 
little doubt that such a division of expenses has come to stay 
and will be increasingly useful in the questions so frequently 
arising before state or federal authorities as to the proper rate 
for any class of passenger or freight traffic. 

The introduction to this classification states that: “‘There was 
apparent acceptance generally of the necessity for such a divi- 
sion of expenses, and no serious difference of opinion was devel- 
oped as to the methods proposed, except with reference to the 
expenses for maintenance of way and structures used in common 
for freight and passenger services. The representative of the 
state commissioners advocated the use of gross-ton-miles as the 
basis, while the representatives of the railways favored engine 
ton-miles.” 

The general principle adopted is to apportion as far as possible 
all the direct expenses in accordance with the actual facts, or an 
approximation to those facts, and then to apportion the remain- 
der of the items in each one of the four headings of maintenance 
of equipment, traffic expenses, transportation and general ex- 
penses, in the same proportion as the direct. Exception is made 
in the classification of maintenance of way and structures, where 

260 








Publicity in Industrial Accounts 








the unapportioned items are left as undivided, the idea being 
that on the returns made in this form experience may be had of 
the effect of their division on either the gross-ton-miles or the 
engine-ton-miles basis. 

So far no attempt has been made in this country to separate 
the cost of freight traffic from that of passenger traffic, but it 
can hardly be alleged that if such division is possible in the 
United States it could not also be done in this country. 

In the near future the question of rates, both for passenger and 
freight traffic, which are required to yield the statutory fair 
return on capital, will be of vital importance, and a division of 
cost between passenger and freight traffic and the principal 
classes of the latter would seem to be almost essential to the 
determination of these difficult questions. 

Gas and Electricity. Both gas and electric light companies in 
Great Britain have certain statutory forms in which their ac- 
counts must be rendered, and these forms include the output of 
gas or electricity, and so enable cost accounts to be prepared by 
those who are interested. Annual reports to the shareholders 
do not give any cost figures per unit, but the number of units of 
production and distribution and the classification given in the 
income accounts would seem to be sufficiently full to enable 
these costs to be ascertained. In fact, for gas companies com- 
plete statistical costs are prepared from their reports, and issued 
annually by Messrs. Ernest Benn, Limited, under the title of 
The Gas World Analysis of Companies’ Accounts and The Gas 
World Analysis of Municipal Accounts. The cost of these tables 
(viz., twenty-one shillings) is almost prohibitive to the general 
public, and it would undoubtedly be a great advantage if de- 
tailed costs per therm and per unit were included in the reports 
to shareholders by each company. 

In America many states have prepared and put into force 
uniform systems of accounts for both gas corporations and elec- 
tric corporations. While accounts have to be prepared in accord- 
ance with these classifications and submitted to the public 
service commission, the annual report to the shareholders con- 
tains considerably less information than in the case of similar 
companies in Great Britain. In some cases no statistics are 
given at all, and the accounts are confined to five items, namely, 
gross earnings, operating expenses, net income, taxes and nag 
sition of net income. 
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The official publication of the accounts filed with the New 
York state commission is not complete; nor is it made at any 
specified period. The last publication available is that for the 
year 1920. The same remarks apply to similar publications of 
the interstate commerce commission. The only way of obtain- 
ing information more up to date appears to be by a visit to the 
offices of the various commissions, where as a rule filed accounts 
can be inspected. 

It may be said therefore, that so far as the public are con- 
cerned, no statutory information on public-utility undertakings 
in the United States is readily available. 

Coal. A perusal of the annual reports of some of the prin- 
cipal colliery companies of Great Britain goes to show that no 
particulars are as a rule given as to the manner in which the 
profits are arrived at; some, in fact, publish only a balance- 
sheet, one item of which is the profits of the year. The annual 
report which accompanies the accounts shows how these profits 
have been disposed of, and in addition may give particulars in a 
general way of new constructional work that is in progress and 
of the tonnage raised, but as figures of sales and costs of produc- 
tion are not given, no useful statistics as to the costs of operation 
are available. In the United States the same conditions are 
found to exist. Fortunately, however, in Great Britain, since 
the time of the coal commission, summarized accounts of the 
industry are available by districts. Each quarter the board of 
trade publishes figures showing, for thirteen different districts 
and for the whole country, the tonnage of coal raised; the ton- 
nage sold and amount realized; the cost of production, divided 
into wages, stores and timber, other costs, contribution to wel- 
fare fund and royalties; the number of persons employed; the 
number of shifts worked and lost; and the average earnings per 
person employed. The costs and selling prices are also given 
per ton of disposable tonnage. These returns cover about 95 
per cent. of the total salable tonnage raised in Great Britain. 

The figures given in the evidence before the coal commission 
for the pre-war period were to some extent estimated and were 
given in round figures only. The tonnage was the approximate 
tonnage raised and weighed at the pit head, and included dirt 
as well as mine consumption and miners’ coal. The deduction. 
for these items was assumed to be 10 per cent., and this has now 
in the tables been divided as to 1% per cent. for dirt and 8% per 
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cent. for consumption and miners’ coal; these figures are, it is 
believed, approximately correct. The figures for dirt in coal are 
not given in the present board of trade returns, but have been 
estimated from other services. 

The proceeds of miners’ coal are not given for the pre-war 
period, but to make the figures comparative, approximate figures 
have been assumed based on the amounts now received. This 
is a fair assumption, as the price charged does not as a rule vary 
with the selling price of coal; and the figures are so small com- 
paratively as to have no material effect upon the results. 

Attention should be called to the great improvement in the 
industry in 1923 as compared with 1922, and particularly to the 
fact that the salable tonnage raised per person employed, viz., 
237 tons, compares favorably with that raised in the pre-war 
period, viz., 255 tons, after allowing for the effect of the reduc- 
tion of hours from eight to seven, which in the evidence before 
the coal commission was put at 10 per cent. The poorer results 
in 1922 appear to be largely due to the smaller number of possible 
workable shifts, viz., 264 per person employed as compared with 
287 in 1923. This reduction is no doubt due to the depression 
in the coal trade which prevailed during that period. 

It is also worthy of note that the average earnings per person 
employed were slightly less in 1923 than in 1922, while the profits 
were three and three-quarter times as great. This is due partly 
to the lag which occurs under the coal-mines agreement before 
wages feel the benefit of good times, and partly to the effect of the 
government subsidy which was in force at the beginning of the 
earlier period; and also it should be noted that the profits in 
1922 were abnormally low, being only 53 per cent. of the average 
of the five pre-war years. Taking the two years together, profits, 
adding one-nineteenth, averaged £16,400,000 per annum, or an 
average of 26 per cent. over the pre-war average, while wages 
averaged £131.3 per person per annum, as compared with the 
pre-war average of £77.2, or an increase of 70 per cent. The 
tonnage disposable on the average of the two years was 23244 
millions, as compared with the pre-war average of 243 millions, 
or a decrease of 41% per cent. 

This coal was sold in 1922 at 20s. 3d. and in 1923 at 19s. 4d. per 
ton at the pit head, or for the two years at 19s. 10d. per ton,-as 
compared with an average of gs. 7d. for the five pre-war years, or 
an increase of 107 per cent. 
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The coal-mines agreement, under which wages for any period 
are determined by reference to the profits for a period some 
months earlier, is one of the greatest advances that has been made 
in recent times towards an improvement of the relations between 
capital and labor. In this industry, for each of thirteen districts, 
both the management and the miners have before them the aggre- 
gate results, the details that go to make them up and the pro- 
portions of the net proceeds of sale after deducting the cost of 
production which are received by capital and labor respectively. 

For the purposes of the agreement the country is divided into 
thirteen districts, roughly co-terminous with the different coal- 
fields. The accounts of all collieries in each district are aggre- 
gated each month, and the aggregation certified by auditors 
appointed on behalf of owners and miners respectively. These 
accounts form the basis of— 

(1) the quarterly summaries published by the board of trade; 

and 

(2) the determination of wages for a month, two to four months 
in advance of the period to which they relate. 

The determination is effected as follows :— 

From the proceeds of sale of coal and other specified mining 

products there are deducted :— 

(1) The cost of standard wages as defined in the agreement, 
being the basis rate of the district plus the district per- 
centages payable in July, 1914; this in effect is equivalent 
to the pre-war wage. 

(2) Costs of production other than wages. 

(3) Standard profits, equivalent to 17 per cent. of standard 
wages. Of the balance remaining, 83 per cent. is taken 
as attributable to wages and expressed as a percentage of 
the basis rate; thus, if the basis rate be 100 and the 
district percentage, say, 40, the standard wage would be 
140, and if the proportion of profits attributable to wages 
in January be found to be 25 per cent. of the basis wage, 
the rate of wages for May would be 165. 

There is also a provision that wages must in no case be less than 
the standard wage plus 20 per cent., i.e. for May as above the 
minimum would be 168 per cent. of the basis wage. 

It will be noticed that there is no pooling of profits, nor an 
actual division of these profits between capital and labor, but only 
a determination of wages for a certain period by reference to the 
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profits of the whole district, on an assumed basis, for a prior 
period. 

Iron and Steel. The iron and steel industry forms, perhaps, the 
sole instance in which the United States is in advance of Great 
Britain in the publication of acounts and results. In this country 
perusal of annual report after annual report shows a dearth of any 
information whatever as to output, prices of products or costs of 
manufacture. Some of the largest companies in the country do 
not even publish a profit-and-loss account ; the accounts submitted 
to the shareholders are limited to a balance-sheet in which one of 
the items is the total earnings for the year, and the only amplifi- 
cation in the accompanying directors’ report is the manner in 
which these earnings have been disposed of. In contrast with 
this lack of information, the United States Steel Corporation, 
which was formed in the year 1901, has always given in its annual 
report a mass of information with regard to its operations, ex- 
clusive, however, of costs of production or of any information 
which would enable costs to be ascertained. 

Thus, while quantities produced and sold of its principal raw 
materials and manufactured articles are given, its gross earnings in 
money are given only as follows:— 

Gross sales of manufacturing, iron ore, coal and coke com- 
panies— 
To customers outside the organization. 
To companies within the organization. 
Gross earnings and receipts of transportation and miscellane- 
ous companies— 
Transportation. 
Miscellaneous. 

It is therefore quite impossible to get any information as to the 
unit selling prices of its various products. 

The operating expenses are divided into four headings:— 

Manufacturing and producing costs and operating expenses, 
including repairs. 

Administration, selling and general expenses. 

Taxes. 

Discounts and interest. 

Depletion and depreciation. 

The balance of this group of figures gives the net income for the 
year (excluding any profit on inter-company sales and purchases) 
and its disposal in interest on bonds, dividends on share capital 
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and appropriations for various purposes is shown in the net 
income account. 

In other parts of the report are given details of capital expendi- 
ture, expenditure on maintenance, renewals, and replacements 
divided over manufacturing, coal and coke, iron ore; transporta- 
tion and miscellaneous properties; particulars of depreciation 
allowances; and a detailed list of all properties owned by the cor- 
poration and its subsidiary companies. 

It may be noted that all this information, occupying (with some 
duplications) about fifty pages, while useful and interesting to 
shareholders, particularly as the reports in similar form make a 
continuous series extending over twenty-three years, gives no in- 
formation as to costs and selling prices of products such as would 
be useful for statistical purposes, or in a discussion of matters 
arising between labor and capital. In fact, there is only one set of 
figures of any interest in this connection, viz., a statement of the 
number of employees divided between manufacturing, coal and 
coke, iron ore, transportation and miscellaneous properties; the 
total amount paid in salaries and wages not so subdivided, and 
the average earnings per employee per day, both including and 
excluding general administrative and selling force, 1.e. the more 
highly remunerated body of employees. These figures for 1920, 
1921, 1922, 1923 are of sufficient interest to be quoted :— 

















Employees 
1920 1921 1922 1923 
No. No. No. No. 
Manufacturing........ 200,991 133,963 150,847 180,727 
Coal and coke......... 25,889 22,451 26,856 33,354 
ESS Ferree 11,517 11,183 11,906 15,311 
Transportation........ 24,643 20,010 21,523 27,135 
Miscellaneous......... 4,305 4,093 3,799 4,259 
Ns wis dbsie sachs 2675345 191,700 214,931 260,786 
$ $ $ $ 
Total salaries and wages 
ie ntnchane ses ox 581,566,925 | 332,887,505 | 322,678,130 | 469,502,634 
Average earnings per em- 
ployee per day— 
Excluding administra- 
tion and selling force 6.96 5.61 4.78 5.73 
Including administra- 
tion and selling force 7 .00 “93 4.91 5.83 
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It is worthy of note that the corporation has always insisted 
upon the principle of the open shop; has encouraged its employees 
to invest in the capital of the corporation on advantageous terms; 
and has been a leader in the United States in the care of its em- 
ployees, the promotion of their welfare and the payment of liberal 
wages. To this policy is probably attributable the fact that 
during its whole existence of twenty-three years on only two 
occasions has a strike taken place, on both occasions being an 
attempt by the unions to break the principle of the open shop, in 
which they were unsuccessful. 

The accounts since 1901, when the corporation was formed, 
have been made up on the basis known as consolidated accounts, 
that is to say the accounts of all the subsidiary companies, which 
at one time numbered over 150, but have since been considerably 
reduced by internal consolidations, are combined together into 
one balance-sheet, and the profits which accrue on the sales from 
one subsidiary company to another are eliminated, so that the 
result for any year takes into account only profits earned on sales 
made to the outside public. 

The policy of the United States Steel Corporation as outlined 
above has been followed in America by other steel companies, 
notably the Bethlehem Co., which is one of the largest, and to 
some extent by other large manufacturing companies, and it is 
much to be regretted that so far this policy has not been adopted 
by large companies in this country. It is to be hoped that the 
greater attention now being given to the matter may lead to 
improvement in this respect, and that it may not be long before 
similar information is available in this large industry to that now 
given by the United States Steel Corporation, supplemented by 
returns similar to those now published for the coal industry. 

Banking. Neither in this country nor in the United States 
do banks give any information as to the manner in which their 
profits are earned. Balance-sheets in both countries are in 
stereotyped forms setting forth among the liabilities the total 
deposits and the liabilities on customers’ acceptances, and on the 
other side cash in different forms, loans and advances, invest- 
ments and customers’ liabilities on acceptances. The English 
banks as a rule set out the number of shares held and the book 
value of such shares in subsidiary undertakings which they con- 
trol. These forms of balance-sheet are well understood and 
afford useful information as to the proportion of the various assets 
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and liabilities, and valuable and interesting comparisons are made 
between these figures in the different banks. No attempt in 
either country has been made to give details of the earnings, to 
show how far these arise from interest on loans and discounts, 
interest on investments, profits on exchange, commission, &c.; 
or how much interest is paid away on deposits, or any details, or 
even the total of the expenses of the operation of the bank; and 
more important than all, no indication is given of the amount of 
the losses for which provision has had to be made. Now that the 
banks in this country are reduced practically to five large banks 
and a few small ones, and the former do the great bulk of the 
banking business of the country, there would seem to be no 
reason why considerably more details of their operations should 
not be given than has been customary in the past. It is true tha* 
at the annual meetings of these banks the chairman generally 
makes a lengthy and most interesting statement as to the general 
financial position of the country, and incidentally of his particular 
bank; but interesting as these addresses are, and valuable as to 
the conditions of trade and finance, they do not in the least 
advance the amount of information or want of information ob- 
tainable from the published accounts. It would seem that it is 
for this country, with its really small number of large banks, rather 
than for the United States, with its few large banks in the eastern 
states and a great number of small banks scattered all over the 
country, to take the lead in this matter. 

Insurance. The accounts of insurance companies in Great 
Britain are regulated by the assurance companies act, 1909, and 
returns in the required forms are sent in to the board of trade and 
published each year in a blue-book. 

The returns include full particulars of the valuation of liabilities 
under life policies, which as a rule are made every five years. 

The annual accounts for all companies take the form of showing 
how the insurance funds have varied during the year by the addi- 
tion of income and deduction of outgo, which is the rather 
appropriate name adopted for the aggregate of claims paid and 
expenses. 

In the case of life companies doing a large business in foreign 
countries the question of exchange has, in the last five years, been 
of considerable importance. It is necessary to keep assets in 
most foreign countries of a value estimated to be sufficient to meet 
liabilities under policies at maturity. These assets have greatly 
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depreciated in value, and it has been necessary therefore to show 
a corresponding depreciation in the funds of the company. Asa 
fact, the liabilities on policies which are not included as a lia- 
bility in the annual balance-sheet have as a rule depreciated as 
much as, or even more than, the assets, so that the true position 
of the company is no worse, and may be even better than before 
the fallin exchange. This is only one instance among many of the 
new point of view that has been forced upon the business world 
by the extraordinary fluctuations in exchange which have occurred 
since the close of war and do not seem to be yet at an end. 

Few details are required in the annual accounts, the income 
account merely giving, under the heading of income, premiums, 
interest and other receipts; and under the heading of outgo claims, 
and (for life companies only) annuities, surrenders and bonuses 
divided between cash and in reduction of premiums; commissions; 
expenses of management in one item; and other payments (to 
be specified.) 

In the case of fire companies a caption is added of “‘contribu- 
tions to fire brigades.”’ 

The annual balance-sheet gives among the liabilities the amount 
of each separate fund; claims admitted but not paid; (for life 
assurance companies) annuities due and unpaid; and other sums 
due (to be specified). On the asset side there is a summary of 
investments under twenty-five headings which is quite exhaustive: 
agents’ balances; outstanding premiums; outstanding interest, 
dividends and rents; interest accruing; bills receivable; cash on 
deposit; cash in hand and on current account; and other assets 
(to be specified). The valuation balance-sheet for life companies 
sets up the liability on policies against the funds as shown on the 
financial balance-sheet, and shows the surplus available for distri- 
bution. No provision is made for a gain-and-loss account to show 
how this surplus was derived, namely, from loading in excess of 
expenses, from interest and from favorable mortality. 

In the United States, life insurance companies are under strict 
supervision by the various states, and a detailed and drastic form 
of accounts is required, each calendar year, to be filed before March 
Ist of the succeeding year. A yearly valuation of all liabilities 
under policies is included in the return. 

The return consists of several parts. 

The first, or income account is in practically the same form as 
that adopted here, except that its opening balance is the capital 
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and surplus of the previous year, after providing for all insurance 
liabilities, including those on life policies. To this is added the 
income detailed under twenty-seven different captions, and fol- 
lowed by four more detailing moneys borrowed, bad debts re- 
covered and profit on sale or revaluation of assets. 

On the other side of the account are stated the outgoings for 
claims and surrender values and dividends on policies (eighteen 
captions), dividends on shares, commission and expenses (eighteen 
captions), loans repaid (apparently a memorandum only) and 
interest thereon, and losses on bad debts or on sale and revaluation 
of assets. 

The second part of the account is in effect a balance-sheet, 
which shows how the balance on the first part is represented as 
regards assets and liabilities. On the asset side are detailed 
(under twenty-eight heads) the various assets, for most of which 
additional detailed schedules are given later in the return. The 
assets are divided into ledger and non-ledger, the latter category 
including accrued interest and rents, excess of market values of 
property and investments over book values and amounts due in 
respect of uncollected premiums. 

From the gross assets thus shown are deducted ‘‘assets not 
admitted” consisting of :— 

Company’s shares owned. 

Stationery and supplies. 

Commuted commissions. 

Cash advances to officers and agents. 

Loans on personal security, and in excess of value of policies. 

Book values of property and investments in excess of market 
value. 

These assets are not admitted as available to meet the com- 
pany’s liabilities. 

The liabilities include that on policies of various kinds (eighteen 
heads), other liabilities (seventeen heads), and reserves, the 
balance of the two sides being represented by the capital and 
surplus as shown in the first part of the account. 

The remainder of the return comprises :— 

(1) A return of all policies in force, showing the changes during 

the year. 

(2) A gain and loss exhibit showing in elaborate detail the 

source of the increased surplus during the year derived 
from :— 
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(a) Loading on premiums in excess of expenses. 
(b) Interest. 

(c) Mortality. 

(d) Surrenders and lapses. 

(e) Gains on investments. 

(3) Schedules, twenty-five in number, designated A to Y, giving 
full supporting details of investments; cash balances; 
purchases and sales of property and investments; divi- 
dends declared on various classes of policies; salaries 
paid to directors, officers and agents (individually); 
legal expenses (individually); all payments made to 
individuals in respect of any matters before legislative 
bodies or departments of the government. 

As if this list was not sufficiently exhaustive, there is a final 
schedule in which the company is required to show all property 
owned or held in interest not entered on any other schedule and 
not included in the financial statements. 

This elaborate form, to our English ideas, is regulation run riot, 
and suggests that, at any rate in the opinion of the regulating 
authority, no such confidence can be placed in the directors and 
officials of the company as is customary in this country. The 
amount of work involved in the preparation of this elaborate state- 
ment once a year is great, and judged by the rare occurrence of 
failures, in the life-insurance business, would seem to be quite un- 
necessary. The attention devoted to this form is only justified 
as it appears to furnish an object-lesson in what to avoid in any 
system of regulating accounts that may eventually be ordained in 
Great Britain. 

At the same time two features of this account stand out, viz., 
the annual valuation of all life assurance liabilities, with the corre- 
sponding gain-and-loss account, and the publication of a complete 
list of investments. These are improvements which might be 
recommended to some of our life-insurance companies. 

The forms in force in the United States for fire and other in- 
surance companies are substantially the same as those required 
for life-insurance companies, with the exception that an estimate 
in much detail of outstanding claims takes the place of the valua- 
tion of liabilities under life policies. 

Miscellaneous Companies. It is impracticable now to go fully 
into the accounts of the numerous miscellaneous companies both 
in this country and in the United States, but a general perusal of a 
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number of reports issued annually by such companies shows that 
there is very little difference in principle in the manner in which 
their accounts are rendered to their shareholders. In the major- 
ity of cases it may be said that the information given is on princi- 
ple as little as possible. It is very rarely that any details are 
given of production or of sales or costs thereof. There are com- 
panies in both countries in which such details are given, supple- 
mented by comparatively detailed statements of expenses, but 
such information is more usual in the case of the smaller com- 
panies, in which there are comparatively few shareholders, than 
in the larger ones. In one particular the accounts published by 
American companies are much in advance of those published in 
Great Britain, and that is in the case of holding companies so 
called, i.e. those which hold all the shares in a large number of 
operating companies. In the United States the almost universal 
practice for more than fifteen years past has been to publish for 
such companies a consolidated statement of the earnings, and a 
consolidated balance-sheet aggregating the assets and liabilities of 
all the subsidiary companies and eliminating the investments 
therein of the holding company. In fuller explanation of this 
principle reference may be made to a very useful book on this 
subject which has been published within the last few weeks by 
Sir Gilbert Garnsey. This work will well repay perusal by those 
interested in the subject, and it contains an appendix giving 
specimens of consolidated accounts both in the United States and 
in Great Britain. The practice in Great Britain is in its infancy, 
and only a few concerns have yet adopted it; it is perhaps as well 
not to particularize by name any one concern, but as an instance 
may be noted one holding company with some twenty or thirty 
subsidiary companies, which still publishes a bafance-sheet merely 
giving the amount invested in its subsidiary companies, together 
with a statement that no provision has been made for losses made 
by these subsidiary companies since the date of the consolidation. 
In another case of a large holding company, while the published 
balance-sheet is still open in some degree to the criticism made 
above, a considerable part of the chairman’s speech at the annual 
meeting is devoted to stating and explaining the consolidated 
balance-sheet of the whole of the subsidiary companies, and a hope 
is expressed in the same speech that before long it will be possible 
to substitute for the balance-sheet of the holding company the 
consolidated balance-sheet of all the companies together. 
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One obstacle to the general adoption of the principle of the 
consolidated balance-sheet is that in the present state of the law it 
is not the legal balance-sheet of the company, and it is conse- 
quently necessary to prepare and file the ordinary balance-sheet 
as well as the more accurate consolidated one. 

In the United States this difficulty does not arise, as there are 
no statutory provisions as to the form of balance-sheet for 
ordinary commercial companies, nor are they required to be 
published, while the federal tax Laws call specially for a consoli- 
dated statement of earnings. 

Another difficulty which exists in Great Britain in giving more 
detailed accounts of earnings and costs lies in the inadequacy of 
the cost accounts which are kept. There can be little doubt that 
even at the present day (and during the last few years this matter 
has received a great deal more attention in Great Britain than it 
has ever done before) progress generally in America in this respect 
is in advance of that in this country. The practice of devising 
elaborate and complicated (perhaps in some cases too complicated) 
cost systems was inaugurated over twenty years ago and has 
steadily progressed since, and yet a few years ago it was stated by 
an American commission which studied this question both in 
America and in Germany, that America was far behind Germany 
in this respect. Seeing that in the future as in the past before 
the war, Germany must be one of the greatest industrial com- 
petitors of Great Britain, and that cost accounting in Great 
Britain is still behind the American standard, which in turn 
appears to be behind that in Germany, the question of improved 
cost-accounting systems would seem to be one of great importance 
to this country. 

General Summary. To give a general résumé of the statements 
made in this paper, it may be said that both in Great Britain and 
the United States it is only in the case of public service, transport, 
gas, electric, &c., industries that any really complete and detailed 
accounts are available to the public. In one industry, namely 
coal, by legislative action summarized accounts are produced of 
considerable value. In another industry, steel, the United States 
is setting an example by the publication of more details than are 
ever given in Great Britain; but with these two exceptions it may 
be said that generally the practice in both countries has been in 
the past, and appears to be still more so in the present, to reduce 
rather than to increase the very inadequate information which is 
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given with regard to earnings and costs. It is perhaps out of the 
question to suggest that statutory provisions should be enacted 
compelling more detailed disclosures of figures, on similar lines 
to those required from statutory companies. But there does not 
seem to be the same objection to a requirement that, at any rate 
in the large staple industries, summary accounts by districts, such 
as are now published quarterly in the case of the coal mines, should 
be furnished to the board of trade for publication. 

Serious disputes in these staple industries, i.e. railways, docks, 
cotton, shipping and engineering, are continuing to take place, 
and millions of hours and millions of pounds’ loss, in wages and to 
the community, are caused thereby. When these disputes occur 
it is impossible as a rule for public opinion to make itself felt, 
because there is no statistical information availabie which will 
enable the public to form any opinion thereon. In the recent 
dock strike the committee which was appointed commenced by 
an endeavor to investigate the claims of the rival parties as to the 
amount of profit earned by the industry involved. Fortunately 
for the community, the strike was settled on other grounds, but 
in another sense it was perhaps unfortunate that the appointed 
committee did not sit long enough to get to grips with this im- 
portant question of earnings, for out of its conclusions there 
might have been evolved some method similar to that in force in 
the coal industry by which a dispute on questions of what earnings 
were or were not might be avoided in the future. In these days 
labor knows that the success of industry is largely dependent on 
its exertions, but does not equally realize that setbacks caused 
by strikes and disputes must inevitably fall ultimately upon labor 
either in increased unemployment or a lower standard of living. 

Labor has yet to learn that more than one pint cannot be 
obtained out of a pint pot; but the acquisition of this knowledge 
is much hampered by the absence of information as to the con- 
tents of the pot or the division thereof, or even as to its size. 

It seems useless to expect that any really stable conditions can 
exist until further information is available in each industry, show- 
ing the costs and proceeds of sales of the products, and so enabling 
the arguments between the parties to take the form of a discussion 
on the fair division of these net proceeds, rather than, as is often 
the case at present, a scramble between them as to which can 
obtain the largest share of an entirely unknown and uncertain 
amount. 


274 











Capital-Stock Stamp Tax Hallucinations 
By EpmunpD M. MEYER 


The issuance of capital stock of no face or par value is now 
authorized by a number of states in the union. Much has been 
written regarding the advantages, disadvantages and methods of 
recording it in the books and showing it in the balance-sheet. 
Congress has recognized it by providing a special tax on its 
issuance and transfer. The term special tax is used, as the tax 
on non-par-value stock differs materially from that on stock 
with a par value, although from a casual reading of the revenue 
acts it would appear that the tax was intended to be the same. 

The revenue acts of 1921 and 1924 provide for a stamp tax 
on capital stock as follows: 

With par value: 

Original issue—5 cents on each $100 of face value or frac- 
tion of the certificate. 

Transfers—2 cents on each $100 of face value or fraction 
of each certificate. 

Non-par value: 

Original issue—5 cents a share unless the actual value is 
more than $100 a share, in which case the tax is 5 cents 
for each $100 of actual vaiue or fraction thereof; if the 
actual value is less than $100 a share, then the tax is 
1 cent for each $20 of actual value or fraction thereof. 

Transfers—2 cents a share, regardless of value. 

The treasury department has ruled on the above under articles 
2 (a&b) and 10 (a, b&c) of regulations 40. Under date of August 
17, 1923, the department held that the transfer tax on shares of 
non-par value stock is 2 cents a share (16149a Prentice-Hall 
tax service). 

From a casual reading of the law and regulations it would 
appear that full justice and equity results; e. g., where one cor- 
poration issues stock of $100 par value a share and another 
issues non-par value stock for $100 a share, the tax on the 
original issue would be 5 cents a share and on transfers 2 cents 
a share in each instance. 

In industrial enterprises the usual value for a share of stock 
is $100 regardless of whether it has a par value or not. How- 
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ever, in the mining industry, especially metal mines in the north- 
west, stock is issued with a par value of ten cents to one dollar 
a share. Most mining companies that have capital stock 
with a par value issue the entire amount of authorized stock 
in payment of mining claims. In order to obtain funds for 
prospecting and development, the party receiving the stock 
donates the major portion of it back to the company for work- 
ing capital. Such stock, being treasury stock and having been 
fully paid for, can then be sold by the company for less than its 
par value. 

As most mining claims are merely prospects, the company 
obtains funds for development by selling stock for a fraction of 
its par value, often for one and two cents a share. As develop- 
ment shows increasing quantities of ore or larger values, the 
price of the stock is increased to future investors. It is not at 
all uncommon for a mining company to issue its treasury stock 
at prices ranging from I cent to 25 cents a share. 

In order to circumvent the fallacy of issuing the entire capital 
stock for the claims and the promoter donating back most of 
the stock for resale at less than par, the state of Washington 
recently passed a law providing for non-par value stock. Under 
this law the Prudent Silver Mining company was organized with 
an authorized capital of 6,000,000 shares of non-par value stock. 
To date this company has sold its non-par value stock at from 
I cent to 25 cents a share, according to the stage of develop- 
ment of the properties. 

Now, what is the special tax on the original issuance of this 
non-par-value stock? The law and regulations provide and the 
department has so held that the tax is 1 cent a share if the 
actual value of the share is $20 or less. Following is a summary 
of the tax: 

Amount Per cent 


received Stamp _ of tax 
by company tax _ tocapital 


1,000 shares sold for I cent................ $ 10 $10 100% 
1,000 shares sold for 2 cents............... 20 10 50% 
1,000 shares sold for 5 cents............... 50 10 20% 
1,000 shares sold for 10 cents.............. 100 10 10% 
1,000 shares sold for 25 cents.............. 250 10 4% 


Rather amusing, but wait. Some of this stock has been resold, 
transferred, for 4, 1, 2 and 3 cents a share. The tax on such 
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transfers, according to the never-to-be-sufficiently-censored tax 
laws, is 2 cents a share, regardless of values, as follows: 
Amount Per cent 


received Stamp _ of tax 
by seller tax to S,.P. 


1,000 shares sold for % cent................ $5 $20 400% 
1,000 shares sold for 1 cent..........0...... 10 20 200% 
1,000 shares sold for 2 cents................ 20 20 100% 
1,000 shares sold for 3 cents................ 30 20 67% 


The tax is imposed upon the seller. How can sales be made 
under the above conditions? 

The Hypotheek Mine stock has a par value of 10 cents a 
share and is being resold at from I to 2 cents a share. The 
tax on the original issue, if sold for par, is 5 cents for 1,000 shares 
and 2 cents for the transfer of 1,000 shares as against $10 and 
$20 for Prudent stock of non-par value. 

The following summary and comparisons of the tax on the 
stock of the two companies will show the absurdity of the law 
and present interpretations of the department: 


Amount 
received Tax 
Prudent stock (non-par) 
Original Issue: 
1,000 shares at 10 cents............... Pe Pe $100 $10 
Transfers: 
ee reree re re or re s 20 
a a Oe Was os nase ck eR SS ek 10 20 
of gS Ears? SRC epee 20 20 
1,000 shares at 3 cents.......... AT kh 30 20 
Hypotheek stock (par 1o¢ a share) 
Original issue: 
ee rT ree 100 .05 
Transfers: 
Rae BOE oe ii 5 dc an ac oweaecesies 10 .02 
i I Wee io ks + en ea ees 3 20 .02 
Ob Gees ak $ Ae 6 555 oS aes ae 30 .02 


The Hypotheek can sell 1,000 original shares for $100, the par 
value, with a tax of only 5 cents; but the Prudent must pay a 
tax of $10 for 1,000 shares sold for $100, If the holder of Pru- 
dent stock desired to sell for 1 cent a share, he would have to 
pay 2 cents a share tax; in other words, it would cost him 1 
cent to dispose of the stock by way of sale. Let us carry the 
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comparisons a little further. The tax on the transfer of 1,000 
shares of Prudent stock is 200% of the tax on the original issue 
at 10 cents; while on Hypotheek stock the tax on transferred 
stock is only 40% of the tax on the original issue. The tax on the 
transfer of 1,000 shares of Prudent stock is $20 as against 2 cents 
for Hypotheek. 

Is it conceivable that congress intended to penalize non-par- 
value stock in this manner? Would the courts permit such con- 
fiscation and the resulting inability of mining companies to 
operate in a manner permitted by state laws? I doubt it. Is 
the commissioner right in his interpretations of the law? I have 
a letter dated August 6, 1924, signed R. M. Estes, deputy com- 
missioner, confirming the department’s present attitude as above 
outlined. 

Now some may ask, “‘Why not sell the stock for $100 a 
share instead of a few cents?’’ That is not practical. In order 
to enlist the aid of capital for the development of a hole in the 
ground, the small investor must be attracted. He will invest 
small amounts in the early stages of development and is entitled 
to more benefits than one who invests after the showings of ore 
or values increase. Many investors during the development 
stages invest with the sole idea of selling their stock at increased 
prices. 

Regardless of reasons for selling mining stocks for a few cents 
a share, the fact remains that, under the present interpreta- 
tions of the law by the department, no company can sell non- 
par-value stock for a small price a share, as the stamp tax will 
result in 100% confiscation of the capital. Nor can stock of 
non-par value be resold for a few cents a share. 
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EDITORIAL 


That was a splendid, invigorating and 
inspiring meeting which the American 
Institute of Accountants held at St. 
Louis last month. The class of 1904 as it was called, those 
veterans who had attended the congress of accountants in 1904, 
were the guests of honor. They were much in the limelight, and 
the references to their hoary heads were most touching. One 
might almost have thought that 1904 was the date of the Norman 
conquest so remote was it in the retrospective references of con- 
vention orators. But it was a fine thing that the meeting should 
be held at the place of the first congress of accountants and that 
the accomplishments of twenty years should be so constantly 
under review. It did the older practitioners much good to think 
of the developments which have occurred in two decades, and to 
those who were not present or eligible to be present on the earlier 
occasion it was entirely beneficial to have called up from the past 
the conditions which then existed. The representatives of 
foreign organizations of accountants who were present were 
unanimous in their expressions of interest—and their words were 
not merely perfunctory. They thought exceedingly well of ac- 
countancy and its growth in America. 


American Institute’s 
Annual Meeting 


Most of the readers of THE JOURNAL OF 
ACCOUNTANCY will probably have seen 
the letter-bulletins which have been 
issued by the bureau of public affairs of the American Institute of 
Accountants. The first one dealing with the question of arbitra- 
tion attracted wide-spread attention, but the second which ap- 
peared in August and was devoted to the increase in the crime 
tendency in business has met with an altogether gratifying recep- 
tion. Many thousands of this bulletin have been distributed and 
civic, industrial and financial organizations are actively assisting 


279 


The Institute and 
Public Service 











The Journal of Accountancy 








in the dissemination of the information which the bulletin con- 
tains. This is splendid work and expresses in the most emphatic 
way the creative power and beneficent force of a professional 
organization having the true interest of a profession at heart. 
The bulletin deals with the crime tendency from the point of view 
of accountancy, business, fidelity insurance, banking and credit, 
and its effect upon commercial conditions must be considerable. 
The bureau of public affairs will carry forward its campaign of 
enlightenment and educative effort by the issuance of other bulle- 
tins upon subjects of current importance. At the annual meeting 
of the Institute held last month the work of the bureau was the 
subject of prolonged discussion and the Institute has committed 
itself to the continuance of the bureau’s activities. 


One of the subjects under discussion at 
the meeting of the American Institute of 
Accountants held in St. Louis in Septem- 
ber was The Fetish of the Calendar as a Fiscal Year. The word 
“fetish’’ is singularly appropriate, for the adoption of the calendar 
year in many kinds of business cannot be better described by any 
other term. There are so many commercial industries which 
have blindly accepted the calendar year as the business year that 
it has become a matter of difficulty to convince business men that 
their interest will be far better served by the adoption of a natural 
business year. Most business men will agree that the time when 
inventories are lowest is the most appropriate time for the closing 
of the books, but at the same moment they will say that the custom 
of business is to close the books on December 31st and they would 
be reluctant to depart from precedent. The earlier federal tax 
laws did much to encourage this forced adoption of the calendar 
year, but later laws have made provision for the fiscal year in 
conformity with the requirements of each individual trade or 
industry. Accountants for years have been preaching the doc- 
trine of the desirability of the natural fiscal year. In a recent 
publication of the works of the late Elijah W. Sells this question is 
expounded with strongest emphasis. From time to time ac- 
counting organizations reiterate the importance of reform. 
Speakers before commercial bodies advocate departure from the 
calendar year unless that be also the natural year of business; and 
yet only comparatively few corporations, firms and individuals in 
business have had sufficient initiative and independence to cast 


Opposing an 
Unnatural Fiscal Year 
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aside what was described at the meeting as the fetish of the calen- 
dar year. One thing which has prevented acceptance of the 
accountant’s view of fiscal periods is the obvious benefit which 
would accrue to the accountant by the general adoption of the 
natural business year. The rush of the winter season is proverbial 
and even the most remote parts of the country have heard the cry 
of the accountant against the burden cast upon him from the 
beginning of January to the end of March. In this matter, how- 
ever, the advantage which will accrue to the accountant from 
reform will equally accrue to the man of business. His accounts 
will be necessarily more accurate and his labors simplified by 
attention to the seasonal factors and the conditions of inventory. 
Perhaps the discussion which took place at the meeting in 
St. Louis will have some effect. At any rate it may help toward 
that general education which alone will bring about the desired 
consummation. 


It is probably no exaggeration to say 
that the London Times is the best- 
known newspaper of the English-speak- 
ing world. Its influence is felt throughout the British Empire and 
to some extent in this country. It is regarded in England as a 
national institution, and for some time there has been under con- 
sideration a plan to safeguard transfer of the control in the Times 
so that the paper shall never be regarded as a mere matter of 
commerce to be transferred without regard to any other circum- 
stance to the highest bidder or fall, so far as can be foreseen, into 
unworthy hands. With this object in view a committee has been 
appointed, in the personnel of which every accountant throughout 
the world will take an interest. Five men occupying eminent 
positions have been invited and have consented to serve. The 
committee will be constituted under articles of association and 
will have power to give or withhold approval of any proposed 
transfer of ownership. The men selected for this most honorable 
office are the lord chief justice of England, the warden of All Souls 
college, Oxford, the president of the Royal Society, the president 
of the Institute of Chartered Accountants, the governor of the 
bank of England. In some ways the inclusion of the president 
of the English institute seems to be one of the very finest testi- 
monials ever offered to the worth and standing of the profession 
of accountancy. 


Splendid 
Recognition 
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At a recent regional meeting of the 
Institute, Herbert M. Temple reviewed 
the work of the organization and laid 
stress upon the necessity that every member and associate do 
something for the good of the order. He said, ‘‘May I rest at 
this point and request that every accountant present ask himself, 
‘What am I doing for the Institute? - Am I doing all I can for the 
Institute?’ . . . It would be extremely interesting if we 
could know what guiding motive impels the average public 
accountant to make application for membership in the Institute. 
Without entering into a discussion of the merits of any particular 
motive let us theorize on possible motives. These may be divided 
into two general questions, selfish and unselfish. A selfish motive, 
generally speaking, contemplates getting something for nothing 
with a complaint that you did not get enough. An unselfish 
motive, by the same rule, contemplates giving without thought of 
self or any immediate or future return. . . . Therefore, in 
urging you to make application for membership let me also urge 
you to be fully prepared to assume the responsibility of that 
membership in all its phases. Let us develop a stronger organi- 
zation, letting service come first.” These words might apply to 
almost any professional organization. There are always a few 
men who bear the burden and heat of the day. There are many 
others who are ready to sit on the side lines and watch. And 
this reminds us of a saying which Plutarch attributes to an un- 
named sophist who spoke of one who sat out of the noise of 
business weaving himself his triumphal garland of inactivity. 
Every organization has some of these garland-weavers to whom 
Mr. Temple’s remarks are directly addressed. 


In Active and 
Passive Mood 


The supreme court of Montana in the 
case of State vs. Cassill, et al, decided 
May 19, 1924, ruled that state witnesses 
who were experts in accounting and bookkeeping were properly 
permitted to explain to jury the meaning of entries in bank 
ledgers, as against objection that explanations were conclusions. 
The court decision is reported in brief in the Bulletin of the 
American Institute of Accountants issued September 10, 1924. 
The substance of the decision in regard to the admission of 
explanation by persons expert in accounting and bookkeeping is 
of much interest. The court said, “We have found the explana- 
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tions illuminative and useful, and have no doubt they served to 
enlighten the jury.”’ It is difficult to understand how an objec- 
tion to the admission of explanation of technical records could be 
sustained. The average juryman is not to be expected to under- 
stand the technique of accounts. Indeed, it would be the 
exception to find a comprehensive knowledge of the subject; and if 
statements of account are to be employed in the proof or disproof 
of allegations and charges it seems essential that the true meaning 
of the exhibits should be explained for the benefit of both bench 
and jury. Accountants everywhere are liable to be called upon 
to give technical evidence and the service which accountants and 
proficient bookkeepers render in this matter will probably 
increase from year to year as the prevalence of adequate account- 
ing records develops. There were accounts and probably still 
are accounts which would be as intelligible to a juryman as to 
the persons who prepared them, but that is not true of modern 
bookkeeping with all its complications, some of which are so 
obscure that their usefulness is doubtful. If everyone concerned 
with the making of statistical records would bear in mind the 
necessity of lucidity and simplicity—if accounts were prepared 
as explanations would be offered to a jury—the public would be 
better served. There is an unfortunate tendency to become over- 
technical in every vocation, and accountants are not the least rep- 
rehensible in this regard. Some of the members of the profession 
seem to be imbued with the notion that the more abstruse their 
utterances the more profound will be the respect for their esoteric 
knowledge. 

The admissibility of explanatory evi- 
dence in regard to accounts raises the 
question of the status of accounting as 
an exact or a speculative science. There has been an inclination 
on the part of many accountants to classify their profession as 
an exact science, but the truth of the matter is widely otherwise. 
Bookkeeping is in large measure exact. Certain fundamental 
rules may be applied to all cases and the records must conform 
invariably to recognized laws; but one of the basic differences 
between bookkeeping and accounting is found here. The 
accountant, reviewing the work of the bookkeeper and analyzing 
the facts which are recorded in the accounts, must express his 
opinion and thus his labors fall in the category of speculation. 
Furthermore if accounting were an exact science it would not be 
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a profession, for a profession is a vocation in which the application 
of personal opinion and individual recommendation is involved. 
That accounting is a profession is shown by the factors that make 
for success, such as experience, judgment and the like, while the 
evidence against its being an exact science is found in the nature 
of the matters to which it relates. A balance-sheet, for instance, 
deals with inventories, accounts receivable, provision for main- 
tenance, depreciation and various other matters which cannot be 
determined with precision. Look for a moment at the phrase 
commonly found in audit certificates “in our opinion.”’ This 
could not properly be applied if a balance-sheet were an exact 
statement of fact. It is, however, appropriate because a balance- 
sheet at best is an approximation and the result of the application 
of human judgment. This is a large subject which cannot be 
comprehensively discussed in the brief editorial form which is our 
present limitation, but in view of the vast importance of the 
proper classification of professional accountancy in the realm of 
speculative rather than exact science we invite the opinions of 
readers who may have something to say upon the matter. 


In several recent issues of THE JOURNAL 
oF ACCOUNTANCY there have been edi- 
torial comments upon the application 
and observance of the American Institute’s rules of professional 
conduct. At times members of the Institute are annoyed by the 
failure of persons outside the organization, and also of a few 
members of the Institute itself, to observe the ethical precepts 
which have been approved and adopted by most practitioners. 
Recently there was brought to attention a complaint made by 
a highly-esteemed member in the middle west concerning the 
annoying activities of a public accountant who was a neighbor 
of the complainant. Matters reached such a point that the 
question was referred to the chairman of the committee on 
professional ethics. His reply is so well worthy of consideration 
that we take the liberty of quoting extracts from it. They 
represent the fine ideals which animate the committee charged 
with perhaps the most difficult task in the whole category of 
labors of the Institute. Mr. Nau says, in part: 


I do know that large progress has been made in establishing ethical 
ideals during recent years; that we have not yet attained in the public 
mind the same professional status which is accorded to the older profes- 
sions is alsotrue. What isthe remedy? Shall we abandon our efforts to 
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establish our professional status and succumb to the temptation of indulging 
in practices which seem to hold out a promise of temporary profit—practices 
which neither you nor I approve—or shall we persist in steering our own 
straight northwest course and do our share and make our contribution 
toward the advancement of our profession? I have an abiding faith that 
it will not be very many years before our profession will be thoroughly under- 
stood by the public and before practitioners of the kind to whom you refer 
will occupy a position before the intelligent public similar to that which 
the advertising quack in the medical and other professions now occupies. 
I thoroughly appreciate the irritations of the present situation, but I am 
sure that all thinking accountants will obtain greater satisfaction by 
being true to their ideals than by yielding to the temptation of pattern- 
ing their conduct upon the conduct of those to whom you refer. Educa- 
tion is a slow process. The ideals we are striving for cannot be achieved 
ina day ora year. The work of education, however, is proceeding. 7 
If an occasional member resigns because he cannot subscribe to our code 
of ethics it is a matter to be regretted, but it is not very . 
There will always be those who are allured by the fleshpots of te 
but the faithful will, nevertheless, ultimately enter the promised 
even if it takes forty years of traveling in the wilderness. 

believe that the day has now arrived when we can separate the seep 
from the goats, and the future influence of the Institute will be muc 
greater if we can expel the goats from the flock or get them to resign. 


We have received several letters in 
In Search of a ae ; 
Word response to the recent suggestion in this 
magazine that readers should employ 
and display their ingenuity in regard to a term to indicate the 
accountant in charge of anengagement. Most of the correspond- 
ents suggest that an accountant of this kind should be known as 
a supervising accountant. It has also been proposed that the 
responsibility of the members of a staff should be designated by 
number. For example, what is now known as a managing ac- 
countant should be a No. 1 accountant and so on down the line. 
Another designation offered for consideration is “chief senior’’ or 
‘chief accountant.’’ There is the further opinion that it might be 
a good plan to adopt some special word not commonly in use in a 
professional office and let this word become the standard designa- 
tion. The last named suggestion is the best of all. It is exactly 
what we had in mind. The great and inescapable fault with the 
proposal is that this missing word is not given. Our correspondent 
does not even give a substitute which may be used until the true 
word is found. 


Some Other 
Thoughts on Words 


While on the subject of terminology let 
us consider some views which have been 
expressed by Ernest S. Rastall, who 
from time to time contributes to the pages of this magazine. 
On the present occasion Mr. Rastall is for fundamental reforma- 
tion. Probably his views will not lead to a complete reversal of 
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long-established precedent, but they are at least interesting and 
in many ways worthy of careful consideration. On the subject of 
capital stock, for example, he says: 


Two men entering a business and turning in certain stocks of goods, 
started with this as their stock in trade, their capital invested. Some 
one, desiring to conduct their bookkeeping on the newly-invented double- 
entry plan, sought a name for an offsetting account and, because the 
assets constituting the stock in trade already had suitable names such 
as merchandise, hit upon the name capital stock for the credit account. 
Once adopted, this name came into common use. 

A man’s capital consists of his assets, and a corporation's capital 
stock is the corporation's assets, its stock in trade. The fact that the 
account expressing the equity of the proprietors in the assets can be 
placed on the credit side in order to make possible the complete working 
of the double-entry system does not justify calling such an account capital 
stock. A term more expressive of proprietorship should be found. 


He might have added also that the item capital stock is one of t he 
most generally misunderstood terms in the whole catalogue of 
accounts. If anything can be done to relieve the situation no one 
will be more thankful than the accountant whose duty it is to 
explain accounts to the public. 


We Defend an Our correspondent goes further. He 
: has a quarrel with the very word ‘‘ac- 

Old Friend mi < "pple 
countancy.”’ According to him it is 


open to criticism and he says: 


If we wish to make a noun to express the idea of a state or a condition 
——— by qualitative adjectives, such as fluent, we drop the t and 
add cy—fiuency. Such adjectives also as intimate and obstinate we 
convert into nouns denoting state or condition by dropping the te and 
adding cy. Lenient, buoyant, truculent, resilient, consistent, corpulent 
and even current are adjectives descriptive of a state or quality. The 
word currency used to denote a kind of money is a misuse of the word. 
The currency of a rumor may be referred to, as this would be a proper 
use of the word. 

Accountant is not an adjective denoting state or condition. If our study 
were that of child life, we should not say that we were engaged in the 
work of infancy. The subject matter of our study might well be re- 
ferred to as infancy. In like manner if our subject were the accountant 
and not the account we might call it accountancy. Since our subject 
is the account, the word accouncy would be more accurate, but would 
refer more to the state or condition of accounts than to the science of it. 


This is going a little far. Accountancy has been a watchword for 
so long, and some of us have become so attached to it by close 
association, that it seems almost like sacrilege to question its cor- 
rectness. Itisnot exactly a pretty word, but everybody does know 
what it means in a general way. The exact difference between 
accounting and accountancy is often obscured, but there is a differ- 
ence. If we say that accounting is the art and accountancy the 
science of accounts we shall probably not be far from the truth, but 
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let us not, in our desire to be correct, utterly slay so familiar a 
friend as accountancy. 

Things have come to a pretty pass in 
accountancy. At least it seems so, for 
out in one of the newest and best 
sections of the country a man who says he is a public accountant 
has advertised in the local paper as follows: 


I am both slave and auctioneer. I will be knocked down to the high- 
est bidder. I must provide for my wife and child, and welcome any 
reasonable offer. 


The advertiser’s notion is not altogether original, but it is the 
first time that it has appeared in the annals of accountancy. 
Those who read the flamboyant advertisements of some corre- 
spondence courses in accountancy might pause and give a little 
thought to the person who has now offered himself as slave. The 
pictures of young men leaping into $10,000 positions when they 
have become public accountants form a striking background 
against which to place the case of Mr. Blank, whose professional 
accomplishments have not brought him food, drink and shelter. 
Perhaps Mr. Blank is merely a subtle person who wanted to catch 
the public eye, but it does seem as if there may be times when pub- 
lic accountants are not reaping those tremendous fortunes of which 
we hear. Then, of course, it is possible that Mr. Blank only thinks 
he is a public accountant. This is probably the true solution of 
the problem. 


Back to the 
Galleys 


A newspaper in one of the great cities 
recently published in its ‘“‘help wanted” 
columns an advertisement from which 


On Accepting 
Advertisements 


we quote the following: 


We pay 20% com. for auditing income tax and gen. acctg. work. You 
furnish the leads: we interview them. 


The correspondent who sends us the information expresses the 
belief that the newspaper in question would not accept the 
advertising of quack doctors. Why, then, should such an 
advertisement as that from which we have quoted be permitted 
to appear? Is there any reason why a quack in medicine should 
be any more rigidly excluded than the undesirable in other 
professions? ‘“‘You furnish the leads; we interview them.” 
And then what? One wonders. And an interesting but per- 
plexing feature of the case is that the daily in which this advertise- 
ment appeared has never been known to admit that the world 
has any greater newspaper. 
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The board of tax appeals has promulgated its rules for practice. The board 
has decided that claims for refund are not properly a matter for consideration 
of the board. This, of course, narrows the scope of the board’s activities 
considerably. The ruling will probably be a disappointment to many tax- 
payers who had hoped that the board would be able to give consideration to 
adjustments of all kinds, including refunds. 

Several interesting treasury decisions have been issued. The following is a 
brief summary of some of the rulings most recently issued: 


SUMMARY OF RECENT RULINGS 


Value of stock March 1, 1913, may be determined by proving value of 
property of the corporation where there was no evidence to establish market 
value on that date. Evidence of development expense incurred by the cor- 
poration subsequent to that date excluded as irrelevant (Carnill v. Lederer). 

Salaries of general officers and employees of a contracting company reporting 
on a completed contract basis, whose services are not definitely in connection 
with the completion of any particular contracts, are deductible when paid or 
incurred (Arr Rec 8367). 

Amounts paid by building and loan association not exempt from tax, on full 
paid certificates represent dividends and not interest (Jt 2052). 

Engineering firms engaged in actual building operations may use completed 
contract basis in accounting for taxable income (court decision in re Harrington). 

Cancellation of debts to employees constitutes taxable income (Jt 2043). 

Loss from fire resulting from explosion deductible, but damage by bomb not 
resulting in fire held not deductible (Jt 2037). 

Extension of time for payment of deficiency of income-tax under section 
274 (g) of 1924 revenue act only applicable on assessments made on or after 


June 2, 1924 (Mim. 3216). 
(T. D. 3608.) 


Income tax—Suit to restrain payment—Decision of court. 
1. INJUNCTION—DISTRAINT—SECTION 3224, REVISED STATUTES. 

Under the provisions of section 3224, revised statutes, interference by 
injunctive process with an attempt of a collector of internal revenue to seize 
complainant’s accounts and securities under warrant of distraint, for the pay- 
ment of an assessed tax, is not permissible. 


2. DISTRAINT—LIMITATION. 

An allegation that a warrant of distraint is void because the tax and all 
“suits and proceedings,” whether executive or judicial, are barred by the 
five-year statute (section 250 (d), revenue act of 1921) does not give a court 
jurisdiction to interfere by injunctive process with the collection of the tax by 
warrant of distraint. 

3. CASE FOLLOWED. 
Graham v. duPont (262 U. S. 234; T. D. 3486). 
TREASURY DEPARTMENT, 
OFFICE OF COMMISSIONER OF INTERNAL REVENUE, 
Washington, D. C. 
To collectors of internal revenue and others concerned: 

The following decision of the United States district court for the southern 

district of New York in the case of Lloyd W. Seaman v. Guaranty Trust Co. 
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et al. and Frank K. Bowers, collector, is published for the information of inter- 
nal-revenue officers and others concerned. 
D. H. BLarr, 


Commissioner of Internal Revenue, 
Approved June 25, 1924: 
A. W. MELLOon, 
Secretary of the Treasury. 
UNITED STATEs District CouRT, SOUTHERN DIstTrICT OF NEW YORK. 


Lloyd W. Seaman, complainant, v. Guaranty Trust Co. of New York, F. Clark 
Thompson et al., composing the firm of Harvey Fisk & Sons, George A. Ellis, 
jr., et al., composing the firm of E. F. Hutton & Co., and Frank K. Bowers, 
defendants. 
(June 7, 1924.) 

Aucustus N. Hann, District Judge: This is a suit to enjoin the defendants, 
Guaranty Trust Co., Harvey Fisk & Sons and E. F. Hutton & Co., who hold 
collateral securing complainant’s loans, from delivering the collateral to the 
defendant Bowers, who has attempted to seize the same under a warrant of 
distraint for an unpaid income-tax for the year 1916. The complainant filed 
his return in 1917 and no claim is made by the government that it was fraudu- 
lent. Section 250 (d) of the revenue act of 1921 provides that: 


-. no suit or proceeding for the collection of any such tax due 
under this act or under prior income, excess profits, or war profits tax 
acts or of any taxes due under section 38 of such act of August 5, 1919, 
shall be begun after the expiration of five years after the date when such 
return was filed, but this shall not affect suits or proceedings begun at 
the time of the passage of this act. : 


The complainant insists that the warrant of distraint is void because the tax 
and all suits and proceedings, whether departmental or otherwise, are barred by 
the five years statute. The collector replies that, irrespective of whether the 
tax is finally due, it has been assessed and his operations in collecting it by 
distraint are not affected because of the provision of section 3224 of the revised 
statutes that “no suit for the purpose of restraining the assessment or collection 
of any tax shall be maintained in any court. 

This court has already, under the authority of Graham v. duPont (262 U. S. 
254), dismissed a suit by this complainant to restrain the collection of this very 
tax, and its action has been affirmed by the court of appeals. The words of 
Judge Mayer’s opinion upon the appeal that this complainant “ might present 
his contentions in respect of the statutory bar when and if he pays the tax or 
when and if the tax shall be collected’’ seem to point to an action at law to 
recover the tax as the only remedy. 

In view of the authorities I cannot hold that any interference by injunctive 
process with the attempt of the collector to seize complainant’s securities is 
permissible. I understand it to be conceded by the complainant that no injunc- 
tion can be granted against the collector, and he has consented to a dismissal 
of the suit as against him. An injunction against the defendants would in effect 
impale them upon one or the other of the horns of a dilemma. If they obeyed 
the injunction, they would be bound to resist a public officer who was proceeding 
to execute a warrant of distraint after an assessment. If they did not obey the 
injunction, they would be in contempt of this court. A suit for interpleader 
would seem to be impossible because it involves for its very enforcement an 
injunction against the collector, which has already been held unlawful under 
substantially the facts of the present case. 

The decision of Judge Carpenter in the recent case of Peacock v. Lehmann, 
referred to in complainant’s brief, does not seem in accord with the decision of 
the supreme court in Graham v. duPont, supra, and the court of appeals of 
the circuit in the case of Seaman v. Bowers. 

The taking of any securities, or proceeds of securities, by the collector from 
the defendants would certainly not be a voluntary act on their part, and the 
holders of the securities if they were compelled by vis major to part with the 
property could not be regarded as converters. Hower illegal may be the 
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action of the collector, his seizure as a public officer would seem to be a protec- 
tion to the holders of the securities. I am not suggesting that the seizure by the 
collector is not a trespass upon the rights of the complainant but, however that 
may be, the latter has a remedy or remedies at law to which, under the decisions, 
he seems to be confined. 

The motion for a preliminary injunction is denied, and the suit is, by consent, 
dismissed as against the defendant Bowers. 


(T. D. 3609.) 
Income tax—Revenue act of 1916—-Decision of Supreme Court. 
1. IncomME—CAPITAL GAIN—SALE OF STOCK—EXCHANGE OF STOCK. 


Where a corporation transfers all of its property to a new corporation 
organized under the laws of the same state, with substantially the same name 
and for the conduct of the same business, having a capital stock five times as 
large as the old company, and stockholders of the old company sell one-half 
of their shares of stock in the old company at $150 a share and exchange the 
other half for stock in the new company, income is received based upon the 
value of the stock sold, but no income is received from the exchange of stock 
in the old company for stock in the new. 

2. CaAsEs DISTINGUISHED AND FOLLOWED. 

Cases of United States v. Phellis (257 U. S. 158, T. D. 3270), Rockefeller 
v. United States (257 U. S. 176, T. D. 3271), and Cullinan v. Walker (262 U.S. 
134, T. D. 3508), distinguished; Eisner v. Macomber (252 U. S. 189, T. D. 

010), Towne v. Eisner (245 U. S. 418, T. D. 2634), Southern Pacific Co. v. 
owe (247 U. S. 330, T. D. 2730), and Gulf Oil Corporation v. Llewellyn (248 
U.S. 71, T. D. 2783), followed. 
TREASURY DEPARTMENT, 
OFFICE OF COMMISSIONER OF INTERNAL REVENUE, 
Washington, D. C. 
To Collectors of Internal Revenue and Others Concerned: 

The following decision of the United States supreme court in the cases of 
Harry H. Weiss, collector of internal revenue, v. Louis Stearn, and Harry H. 
Weiss, collector of internal revenue, v. John G. White, is published for the in- 
formation of internal-revenue officers and others concerned. cee 

. R. Nasa, 


Acting Commissioner of Internal Revenue. 
Approved June 27, 1924: 
A. W. MELLON, 
Secretary of the Treasury. 


SuPREME CouRT OF THE UNITED STATES. NOs. 262 AND 263. 


OcTOBER TERM, 1923. 


262. Harry H. Weiss, collector 4 internal revenue, petitioner, v. Louis Stearn- 
263. Harry H. Weiss, collector of internal revenue, petitioner, v. John G. White. 


Writs of certiorari to the United States circuit court of appeals for the 
sixth circuit. 


(May 26, 1924.) 


Mr. Justice McREYNOLDs delivered the opinion of the court: 

Respondents brought separate actions to recover money which they alleged 
petitioner unlawfully demanded of them as income-tax. The question for our 
decision is this: Did they, by the transactions hereinafter detailed, dispose with 
profit of all or, as they maintain, of only half their interests in the National 
Acme Manufacturing Co., within the income provisions, revenue act of 1916? 
(Ch. 465, 39 Stat. 756, 757.) Both courts below upheld their claim and gave 
judgments for appropriate refunds. 

Under a definite written agreement the following things were done: 

(A) Respondents and other owners delivered duly indorsed certificates repre- 
senting the entire capital stock ($5,000,000) of the National Acme Manufactur- 
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ing Co., incorporated under laws of Ohio—the old corporation—to the Cleveland 
Trust Co.,as depositary. Messrs. Eastman, Dillon & Co., deposited $7,500,000 
with the same trust company. Representatives of both classes of depositors 
thereupon incorporated in Ohio the National Acme Co.—the new corporation— 
with $25,000,000 authorized capital stock and powers similar to those of the old 
corporation. Pursuing the definite purpose for which it was organized, the new 
corporation purchased and took over the entire property, assets and business of 
the old one, assuming all outstanding contracts and liabilities, and in payment 
therefor issued to the trust company its entire authorized capital stock. te con- 
tinued to operate the acquired business under the former management and the 
old corporation was dissolved. 

(B) The trust company delivered to Eastman, Dillon & Co. certificates for 
half the new stock—$12,500,000. To the owners of the old stock—to each his 
pro rata part—it delivered certificates representing the remaining half, together 
with the $7,500,000 cash received from Eastman, Dillon & Co. The owner of 
each $100 of old stock thus received $150 cash, also $250 of new stock represent- 
ing an interest in the property and business half as large as he had before. 
Prior to the specified transactions his interest in the enterprise was 100/5,000,- 
000; thereafter it became 250/25,000,000, or 50/5,000,000. 

The collector ruled that each old stockholder sold his entire — and 
assessed respondent accordingly for resulting profits. Adopting a different 
view, the courts below held that he really sold half for cash and exchanged the 
remainder, without gain, for the same proportionate interest in the transferred 
corporate assets pod business. 

We agree with the conclusion reached below. The practical result of the 
things done was a transfer of the old assets and business, without increase or 
diminution or material change of general purpose, to the new corporation; a 
disposal for cash by each stockholder of half his interest therein; and an 
exchange of the remainder for new stock representing the same proportionate 
interest in the enterprise. Without doubt every stockholder became liable 
for the tax upon any profits which he actually realized by receiving the cash 
payment. If by selling the remainder he hereafter receives a segregated profit, 
that also will be subject to taxation. 

Petitioner relies upon United States v. Phellis (257 U. S. 156), and Rockefeller 
v. United States (id. 176); also Cullinan v. Walker (262 U.S. 134), which followed 
them. As the result of transactions disclosed in the Phellis and Rockefeller 
cases, certain corporate assets not exceeding accumulated surplus were segre- 
gated and passed to individual stockhoiders. The value of the segregated 
thing so received was held to constitute taxable income. Cullinan’s gain 
resulted from a dividend in liquidation actually distributed in the stock of a 
holding company incorporated under the laws of a foreign State, not organized 
for the purpose of carrying on the old business, and which held no title to the 
original assets. 

Eisner v. Macomber (252 U.S. 189) gave great consideration to the nature of 
income and stock dividends. It pointed out that, within the meaning of the 
sixteenth amendment, income from capital is gain severed therefrom and re- 
ceived by the taxpayer for his separate use; that the interest of the stockholder 
is a capital one a | stock certificates but evidence of it; that for purposes of 
taxation where a stock dividend is declared, the essential and controlling fact is 
that the recipient receives nothing out of the company’s assets for his separate 
use and benefit. The conclusion was that, “having regard to the very truth 
of the matter, to substance and not to form, he Ase received nothing that 
answers the definition of income within the meaning of the sixteenth amend- 
ment.” 

Applying the general principles of Eisner v. Macomber, it seems clear that if 
the National Acme Manufacturing Co. had increased its capital stock to 
pageeaee and then declared a stock dividend of 400 per cent, the stock- 
holders would have received no gain—their proportionate interest would have 
remained the same as before. If upon the transfer of its entire property and 
business for the purpose of reorganization and future conduct the old corpora- 
tion had actually received the entire issue of new stock and had then distributed 
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this pro rata among its stockholders, their ultimate rights in the enterprise 
would have continued substantially as before—the capital assets would have 
remained unimpaired and nothing would have gone therefrom to any stock- 
holder for his separate benefit. The value of his holdings would not have 
changed, and he would have retained the same essential rights in respect of 
the assets. 

We can not conclude that mere change for purposes of reorganization in the 
technical ownership of an enterprise under circumstances like those here dis- 
closed, followed by issuance of new certificates, constitutes gain separated 
from the original capital interest. Something more is necessary—something 
which gives the stockholder a thing really different from what he theretofore 
had. eet v. Eisner (245 U.S. 418); Southern Pacific Co. v. Lowe (247 U.S. 
330); Gulf Oil Corporation v. Lewellyn (248 U.S. 71). The sale of part of the 
new stock and distribution of the proceeds did not affect the nature of the 
unsold portion; when distributed this did not in truth represent any gain. 

Considering the entire arrangement, we think it amounted to a financial 
reorganization under which each old stockholder retained half of his interest 
and disposed of the remainder. Questions of taxation must be determined 
by viewing what was actually done, rather than the declared purpose of the 
participants; and when applying the provisions of the sixteenth amendment 
and income laws enacted thereunder we must regard matters of substance and 
not mere form. Affirmed. 

Mr. Justice HoLMEs and Mr. Justice BRANDEIS dissent on the ground that 
the case falls within the rule declared in Cullinan v. Walker (262 U.S. 134). 


(T. D. 3610, June 27, 1924.) 
Capital stock tax—Revenue act of 1918—Decision of court. 


1. CAPITAL STOCK TAX—EXCISE TAX. 


The capital stock tax imposed by section 1000 of the revenue act of 1918 is 
an excise or privilege tax as distinguished from a property tax. 


2. STATUTORY CONSTRUCTION—* CAPITAL STOCK.”’ 


The term “capital stock’’ both in the courts and the financial world has not 
assumed a fixed and determinate meaning identifying its use as applicable to 
shares of stock of a corporation as opposed to accumulated assets. 


3. SAME—‘‘ FAIR AVERAGE VALUE.” 

The phrase “fair average value of its capital stock’’ as used in the revenue 
act of 1918 manifests an intent to prescribe an equitable basis for the assessment 
of the tax. ‘Fair’? means “‘just’’—‘‘average”’ indicates “apportionment.” 
Congress used the term fair average value of the capital stock to formulate a 
basis for the computation of the tax that would allow the commissioner in its 
assessment to take into consideration the resources of the corporation, its 
assets and liabilities, its entire possessions actually at work to produce earnings, 
the instrumentalities available to its management as a going concern and, from 
the sum total thus ascertained, strike a fair average value, a value fair to the 
corporation and to the government. 


4. SAME—“ EsTIMATING’’—‘‘SURPLUS AND UNDIVIDED PROFITS SHALL BE 
INCLUDED.” 

The word “estimating” carries with it the idea of valuation rather than of 
mathematical apportionment and the phrase “surplus and undivided profits 
shall be included’’ discloses a purpose to use assets as one factor in arriving at 
the value of capital stock. When congress expressly included surplus and 
undivided profits in the estimation of the capital stock of a corporation, it 
necessarily excluded resort to the market value of the shares of stock of the 
corporation as the only basis of assessing the excise tax. 


5. CASES FOLLOWED. 

The cases of Central Union Trust Co. v. Edwards (282 Fed. 1008, T. D. 
3359, 287 Fed. 324, T. D. 3438) and Hecht v. Maliey (U. S. Sup. Ct., T. D. 
2595) followed. 
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The following decision of the United States court of claims in the case of 
Ray Consolidated Copper Co. v. United States is published for the information of 
internal-revenue officers and others concerned. 


Court OF CLAIMS OF THE UNITED STATES 
Ray Consolidated Copper Co., a corporation, v. United States. 
(Decided May 19, 1924.) 

Boots, judge, delivered the opinion of the court: 

This is a suit to recover the sum of $21,240.30 alleged to be due the plaintiff 
company because of an alleged revenue tax assessed and collected by the com- 
missioner of internal revenue under the provisions of section 1000, title X, of 
the revenue act of 1918 (40 Stat. 1126), which reads as follows: 

Sec. 1000. (a) That on and after July 1, 1918, in lieu of the tax imposed 
by the first subdivision of section 406 of the revenue act of 1918— 

(1) Every domestic corporation shall pay annually a special excise tax 
with respect to carrying on or doing business, equivalent to $1 for each 
$1,000 of so much of the fair average value of its capital stock for the 
preceding year ending June 30 as is in excess of $5,000. In estimating the 
value of capital stock the surplus and undivided profits shall be included. 

(2) Every foreign corporation shall pay annually a special excise tax 
with respect to carrying on or doing business in the United States, equiva- 
lent to $1 for each $1,000 of the average amount of capital employed in the 
transaction of its business in the United States during the preceding year 
ending June thirtieth. 

(6) In computing the tax in the case of insurance companies such 
deposits and reserve funds as they are required by law or contract to 
maintain or hold for the protection of or payment to or apportionment 
among policyholders shall not be included. 

(c) The taxes imposed by this section shall not apply in any year to any 
corporation which was not engaged in business (or in the case of a foreign 
corporation not engaged in business in the United States) during the 
preceding year ending June 30, nor to any corporation enumerated in 
section 231. The taxes imposed by this section shall apply to mutual 
insurance companies, and in the case of every such domestic company the 
tax shall be equivalent to $1 for each $1,000 of the excess over $5,000 of the 
sum of its surplus or contingent reserves maintained for the general use of 
the business and any reserves the net additions to which are included in net 
income under the provisions of Title II, as of the close of the preceding 
accounting period used by such company for ma ong of making its 
income-tax return: — That in the case of a foreign mutual insurance 
company the tax shall be equivalent to $1 for each $1,000 of the same 
proportion of the sum of such surplus and reserves which the reserve fund 
upon business transacted within the United States is of the total reserve 
upon all business transaction as of the close of the preceding accounting 
period used by such company for purposes of making its income-tax return. 

(d) Section 257 shall apply to all returns filed with the commissioner for 
purposes of the tax imposed by this section. 

The Ray Consolidated Copper Co. is a domestic corporation incorporated 
under the laws of the state of Maine. The company is engaged on a large scale 
in the general mining, milling and smelting of copper ore. On ag 30, 1920, 
the plaintiff company filed with the collector of internal revenue for the second 
district of New York, on forms prescribed and in pursuance of regulations 
adopted by the commissioner of internal revenue, its return upon which capital- 
stock taxes in accord with the foregoing statute were to be assessed. Exhibit B 
discloses the average sale value of 537,938 shares of the plaintiff's 1,577,179 
shares of common stock outstanding and traded in on the New York stock 
exchange during the calendar year 1919. The ——— given and the 
results obtained were reached by taking the mean of the high and low sales for 
each month of the calendar year. By this process an average value of $22,067 
is accorded to each share, and multiplied by the whole number of shares issued 
and outstanding gives the total number of shares a resultant value of $34,803,- 
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608.99. Having then reached this claimed demonstrable conclusion the plain- 
tiff company, in a separate note attached to its return, contended that the 
method employed was and is within the terms of the capital-stock tax act and 
the intent of congress when the tax was laid upon “the fair average value of its 
capital stock for the preceding year.”” A cheque for $34,798 in payment of the 
tax according to its contention accompanied the return. 

The commissioner of internal revenue declined to accede to plaintiff's con- 
tention, and instead assessed and collected the tax on the basis of the net assets 
of the corporation. The commissioner gave full credit to all the valuation esti- 
mates of the plaintiff with respect to its corporate property save one. The 
basic capital of the corporation is an extensive and valuable copper mine in 
Arizona. The plaintiff returned this property as worth $8,657,620.28. The 
commissioner enhanced its worth to $32,282,993.56. The commissioner's con- 
clusion respecting this item of mining property was predicated exclusively upon 
a return previously made by the plaintiff, where for the basis of ascertaining 
income-taxes the corporation itself valued the mine at $127,417,291. Subse- 
quently, by the application of a depletion allowance formula put in force by the 
commissioner, and satisfactory to the plaintiff, the value of the mine was fixed 
at $93,678,245.28. Allowing the plaintiff its conceded ratio of depletion and 
extending the same over a period of six years from March 1, 1913, to December 

I, 1919, the commissioner finally fixed the mining property as worth on the 
atter date $32,282,993.56 for the purposes of capital-stock assessment. The 
plaintiff in this litigation makes no protest against the proceedings of the 
commissioner ahenlie to the accuracy of his computation, but the challenge 
is to the method employed. Therefore it is conceded that if the commissioner 
was within his legal rights in assessing and collecting the tax upon the fair 
average value of its net assets, fixed by him after allowing all just credits and 
debits of $55,828,541.66, it may not recover the alleged overpayment of $21,- 
240.30 with interest thereon, for which this suit is brought, the plaintiff having 
paid the same under protest. 

It is apparent from the stipulated findings and what has just been said that 
the single issue involved herein is the construction of the section of the statute 
authorizing the imposition of the tax. The plaintiff insists that the fair average 
value of its shares of stock “‘ based upon bona fide transactions on a large scale 
in the open market establishes the value of its capital stock for the purpose of 
the tax,’’ the defendant, on the other hand, insisting that the term “capital 
stock”’ as used in the act has no such restricted meaning; that clearly within the 
intendment of the statute congress was imposing an excise tax on domestic cor- 
porations as going concerns, a tax on the privilege of conducting business as such, 
and directed the admeasurement of the same upon the value of such a privilege, 
ascertainable from the net value of its holdings, its possessions, the things tan- 
gible and intangible which concentrated into a single unit are fundamentally its 
capital stock, can which earnings and dividends are expected to flow. As 
aptly stated, ‘‘the tools,’’ the instrumentalities available to the management in 
the prosecution of the corporate enterprise; that no precise, unyielding method, 
resting upon a fixed standard of evaluation, such as the average market value 
of the corporation’s shares of stock, is intended by the term “capital stock,” 
but that, on the contrary, the generality of the tax, the differing and manifold 
complexities of corporate organization, the character of business involved, 
clearly impart a legislative intention to tax ‘the entire potentiality of the 
corporation to profit by the exercise of its corporate franchise.” 

There are many cases in the books where this identical controversy has been 
involved. They illustrate with preciseness the seeming flexibility of the mean- 
ing of the term “capital stock.’’ In both the courts and the financial world the 
term itself has not assumed a fixed and determinate significance capable of 
identifying its use as alone applicable to shares of stock of a corporation as 
opposed to accumulated assets of the same. Asa matter of fact, it is frequently 
used in legislation to indicate one or the other. It may, we think, be said—at 
least the adjudications of the state courts are almost uniform upon this point— 
that in the imposition of property taxes laid upon the capital stock of corpora- 
tions the term is held to mean the assets of the corporation, its real possessions 
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which the corporation uses and employs in its corporate activities. —Pacific Hotel 
Co. v. Lieb (83 Ill. 602); Chicago Union Traction Co. v. State Board of Equaliza- 
tion (112 Fed. 607); Henderson Bridge Co. v. Commonwealth (99 Ky. 625; 166 
U. S. 150); Securtty Co. v. Hartford (61 Conn. 80-101); State v. Duluth Gas & 
Water Co. (76 Minn. 96); People v. Coleman (126 N. Y. 433); Adams Express 
Co. v. Ohio (166 U. S. 85); First National Bank v. Douglas Co. (124 Wis. 15). 

In excise taxing statutes where there are no qualifying terms indicative of an 
express limitation of the term “capital stock” the ambiguity thus arising is 
resolvable only by recourse to the usual and elementary principles of statuto’ 
construction. What did congress intend when it used the term as it did in this 
particular law? 

The imposition of excise taxes, especially corporate excise taxes, is not a new 
form of revenue legislation. It has been frequently resorted to by both the 
state and nation, and in the course of such legislation the value of the corpora- 
tion’s shares of stock, its assets, its net and gross income, etc., have been em- 
ployed as the standard of measuring the tax. Asa matter of fact, the factor of 
its ascertainment rests in the discretion of the legislature enacting the law.— 
Se “west Co. v. McClain (192 U. S. 397); Flint v. Stone-Tracy Co. (220 

. S. 107). 

By the act of June 13, 1898 (30 Stat. 448), congress imposed a special excise 
tax upon the banking business of the country. A mere reading of the law seems 
sufficient to confirm the assertion that its policy was rigidly limited to the com- 
putation of the same upon the basis of capital, surplus and undivided profits. 
In other words, the tax was to be measured by the net assets of the bank. The 
act of October 22, 1914 (38 Stat. 745) continued the banker’s tax of 1898, with 
changed provisions as to the amount of the imposition, but still adhering to the 
legislative policy of measuring the tax in accord with the net assets of the bank. 
Leather Manufacturers National Bank v. Treat (128 Fed. 262). 

In 1916 congress adopted a more comprehensive policy in the matter of excise 
tax legislation, and instead of limiting the tax to bankers broadened the scope 
of the enactment and included all domestic corporations, joint-stock companies, 
and associations organized for profit and having a capital stock represented by 
shares. The tax was to be measured upon the basis of ‘the fair value of its 
capital stock, and in estimating the value of capital stock the surplus and undi- 
vided profits shall be included.” The act of 1918, which followed the general 

licy of the act of 1916, substituted as the basis for computing the tax “the 

air average value of its capital stock”’ instead of the “fair value’”’ of the same. 

An analysis of this legislation, considered in the light of its inception, as ap- 
pears from the bankers taxing statute, clearly imports a legislative policy to 
measure the excise taxes provided for on the basis of the assets of the corpora- 
tion. It was not until 1916, when the field was broadened and all domestic 
corporations came within the scope of the capital-stock tax law, that doubt in 
this respect could possibly arise. 

In the case of Central Union Trust Co. v. Edwards (282 Fed. 1008), a case 
involving the construction of the act of 1916, the plaintiff contended that ‘‘capi- 
tal stock’”’ in association with the other provisions of the law clearly meant paid- 
in capital, surplus and undivided profits, less liabilities, or, in other words, net 
assets. It so happened in this particular case that the market value of the 
corporation’s shares of stock was largely in excess of its book value, due to 
large and most attractive dividend distributions for some years. The collector 
of internal revenue, ignoring this contention, assessed and collected the tax 
upon the basis of the corporation as a going concern, including in his estimate 
of the factors, both tangible and intangible, which added to and were possessed 
by the corporation in the course of its going business. In other words, the col- 
lector computed the tax upon the “fair value of total capital stock” without 
limiting the computation to net assets. Manifestly this resulted in a largely 
increased tax. The district judge, in a written opinion, sustained the collector 
and was affirmed by the circuit court of appeals for the second circuit in 
287 Fed. 324. 

The reasoning of the court in both opinions cited above follows the channel 
marked out by the supreme and state courts in construing corporate excise-tax 
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laws. Emphasis is put upon the character of the tax, an exaction demanded for 
a privilege, an imposition laid upon the legal entity known as a corporation and 
measured by its resources, “‘the entire potentiality of the corporation to profit 
by the exercise of its corporate franchise,’’ and not upon property emanating 
therefrom but belonging to individuals. 

When the congress used the expression ‘‘the fair average value of its capital 
stock,” as it did in the act of 1918, it manifested an intent to prescribe an equi- 
table basis for the assessment of the tax, a design to apply justly a tax exaction 
which, because of its general extent, in pursuance of the taxing policy adopted, 
was incapable of restraint within rigid rules for ascertainment. ‘‘Fair’’ means 
‘just’; “average’’ indicates apportionment. It is not difficult to obtain an 
average value, and it would appear as a logical inference that the interposition 
of the adjective “‘fair’’ was notice that in the adoption of “capital stock’’ as the 
basis factor for computing the tax it was not always possible to fix its average 
value, and therefore some discretion, some leeway, must be granted, some room 
allowed, so that the burden imposed would fall with measurable equality upon 
all corporations taxed. “Fair value’’ means market value ordinarily, the 
amount which sellers are willing to take and buyers to give, and, if a fair, open 
market were always available, it may well be that the fair average value of a 
corporation's capital stock is the average of its market value. ut the vast 
majority of domestic corporations do not list their shares of stock upon the New 
York or local stock exchanges. In fact, an insignificant number do. Many in- 
corporated insurance companies have no shares of stock; others have both 
preferred and common; in hundreds of corporations the stock is closely held and 
rarely, if ever, sold. So that it seems to us that congress was endeavoring in 
the use of the term “fair average value of the capital stock’’ to formulate a 
basis for the computation of the tax that would allow the commissioner in its 
assessment to take into consideration the resources of the corporation, its assets 
and liabilities, its entire possessions actually at work to produce earnings, the 
instrumentalities available to its management as a going concern, and, from the 
sum total thus ascertained, strike a fair average value, a value fair to the cor- 
poration and to the Government. As said by Mr. Justice Brewer in Powers v. 
Detroit, G. H. & M. Ry. Co. (201 U. S. 543, 561): 

Again, the tax is to “be estimated upon the last annual report of the 
corporation.”” While such report might be expected to include not merely 
the property belonging to the corporation but also the number and names 
of the stockholders and the number of shares held by each, and possibly 
also the amount paid in by each, yet the word “estimated”’ carries with it 
the idea of valuation rather than of mathematical apportionment, it sug- 
gests that the property reported by the corporation is to be the basis upon 
which the assessors shall make their valuation, so that the tax is “‘esti- 
mated”’ upon the property rather than fixed by. mere process of multipli- 
cation or division. . . . Under those circumstances we are of the opin- 
ion that the tax provided for by section 9 is a tax upon the property of the 
corporation and not a tax upon the shares of stock held by the shareholders. 


If, as contended for, the market value of the shares of stock is the fundamental 
and only basis for measuring the tax when available, the word “‘fair”’ is decidedly 
meaningless. No difficulties present themselves in ascertaining the real, mathe- 
matical average market value of the same. 

Again, in 1918 the capital stock act contains an express provision: “In esti- 
mating the value of capital stock the surplus and undivided profits shall be 
included.’ (Italics ours.) Congress during the whole course of excise-tax 
legislation has persistently and continuously inserted this provision in connection 
with the term “capital stock.’’ Assuredly it may not be said that under any 
circumstances this clause is to be ignored. It is, indeed, the one plain and 
unambiguous provision which points out a definite, inflexible factor for entering 
into the estimate of capital stock. ‘‘ Shall be included”’ is the language of the 
statute. Obviously, when given effect it precludes the idea of earnings of the 
corporations as furnishing the basis of computation for the tax. It precludes a 
consideration of profits and discloses an intended purpose to use assets—at least 
assets represented by surplus and undivided profits—as one factor in arriving at 
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the value of capital stock. But it is said that this provision serves a dual pur- 
pose. It furnishes a method for ascertaining the value of shares of stock when 
no market value of the same is available, and it prevents the commissioner from 
taking the par value of the shares in arriving at his estimate. There is no lan- 
guage in the statute which warrants us in dealing with alternatives. The 
difficulties in the administration of the law are not before the court for correction. 
It is no concern of ours whether the market value of shares of stock reflect the 
paid-in value of the authorized capital and the surplus and undivided profits or 
not. The law says, and plainly says, that surplus and undivided profits shall be 
included in concluding an estimate of capital stock, and it may not be legally 
administered without their consideration. If the clause was designed to pre- 
clude resort to par value, it signally fails in effectiveness, if market value of the 
shares of stock, when available, is the single standard, for innumerable shares of 
corporate stock are quoted for years on the stock market and freely offered at 
less than their par value. 

When congress expressly included surplus and undivided profits in the estima- 
tion of the capital stock of a corporation it necessarily excluded resort to the 
market value of the shares of stock of the corporation, even when available, as 
the one and only basis of assessing an excise tax against the same and intention- 
ally predicated the assessment of the tax upon an asset basis.—Home Savings 
Bank v. Des Moines (205 U. S. 503). 

Some things said and words used during a running but not prolonged interro- 
gation of the chairman of the committee in charge of the bill in the house of 
representatives, just prior to its passage, lend countenance to the plaintiff's 
insistence. Taken as a whole, however, it is more impressive as an exposition 
of opinion as to the detail of administration rather than a construction of the 
law. In any event what was said is not sufficiently explicit to turn the issue in 
thiscase. No express meaning was definitely given to the term “capital stock”’ 
differentiating it from shares of stock. 

The commissioner’s administration of the law and the regulations promul- 
gated by him in no wise militate against its uniform application. Corporate 
organization covers every form of business enterprise, and if we are correct in 
our view as to the meaning of capital stock, it is manifestly impossible to pre- 
scribe a set rule for its ascertainment in each particular instance. The plaintiff 
company’s organization and business activity illustrate the manifold difficulties. 
Like many other corporations dependent for prosperity upon extracting ele- 
ments from the earth, its capital stock is subject to depletion and fluctuation. 
Therefore it is apparent that what may reflect the average value of capital stock 
as applicable to one class of corporations may be wholly inapplicable to others 
of a different character and engaged in a wholly different business. The uni- 
form measure of the tax is the fair average value of the capital stock, and if the 
regulations and assessments made by the commissioner result in disclosing the 
fair average value, it may not be said to be without uniformity because the 
exact, unyielding basis is not employed in every instance. The plaintiff's con- 
tention, if conceded, would not remove the contingent aspect of regulations 
necessary to administer the law with uniformity or simplify its administration. 

The facts in the case of the Central Union Trust Co. v. Edwards, supra, demon- 
strate the situation. The average market value of the trust company’s shares 
of stock was $788.75 each, the book value $400 each. So that two corpora- 
tions, capitalized at the same amount, paying the same dividends, in one case, 
where market value of its shares of stock is available, would be taxed on the 
basis of $788.75 for each share, and in the other, where market value is not avail- 
able, on the basis of $400 per share; and this situation was not unusual during 
the war. In other words, if plaintiff is correct, the tax is computed in some 
cases upon the average market value of the corporation's shares of stock, never 
less than par, and in others upon the assets of the corporation. Whatever 
else may be said, it is difficult to believe that congress intended capital stock 
to mean shares of stock predicated upon market value in one instance and 
upon asset value in another, differentiating the two by the interposition of sales 
only. 
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Capital stock and shares of stock owned by an individual have, and always 
have had, a distinct meaning. How simple it would have been for congress to 
have used the term “shares of stock”’ or “shares of capital stock’”’ instead of 
“capital stock,”’ if it intended the former. If it was not contemplated by con- 
gress to employ the assets of the corporation to measure the tax, why did it use 
apt words to indicate so? It had before it the act of 1916 containing a descrip- 
tive provision, viz, ‘“‘having a capital stock represented by shares.” It was 
familiar with the legislative policy of taxing capitai employed and used in corpo- 
rate business; it knew excise taxes had been measured by income; it knew it 
had the unrestricted right to select the measure and method of computing the 
tax; its knowledge of corporate organization was complete, and from what has 
been said, may we import into the law the word “shares” when the statute reads 
“capital stock,’”’ a term when used in connection with corporate taxation is more 
frequently held to contemplate the actual holdings and possessions of the corpo- 
ration, its own property, as opposed to shares of stock? More especially is this 
true when the term itself is considered in connection with the express mandate 
to include surplus and undivided profits in estimating the tax. 

We had prepared and were just on the point of announcing the opinion in this 
case when the opinion of the supreme court in Hecht v. Malley reached the court. 
The Hecht case, decided May 12, i924, we think, disposes of this case. The 
opinion follows the decision of the circuit court of appeals in Central Unton 
Trust Co. v. Edwards, supra. 

The petition will be dismissed. It is so ordered. 

Hay, judge; Downey, judge; and CAMPBELL, chief justice, concur. 
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[Note.—The fact that these answers appear in THE JOURNAL OF ACCOUNT- 
ANCY should not lead the reader to assume that they are the official answers 
of the American Institute of Accountants. They have not been approved 
by the Institute’s board of examiners. ] 


EXAMINATION IN AUDITING 
MAY 15, 1924, 9 A. M. TO 12:30 P. M. 


The candidate must answer all of the following questions: 
No. I. 


A & B, a firm, ask your advice as to the advantages and disadvantages of 
incorporating. Their invested capital is $100,000 and their net income (federal 
income-tax basis) was $30,000. Their business, hardware retailing in a small 
but growing town, is run by the partners and three employees. hat would 
you tell them? 


Answer: 


In the abstract, and without particular reference to the case of A and B, 
the following points may be mentioned in favor of incorporating: 

_ (a) Continuity of life. A partnership may be dissolved by the death, 
insanity, insolvency or withdrawal of a partner. Thus the continued exist- 
ence of the partnership is constantly in jeopardy. A corporation can be dis- 
solved only by agreement of the stockholders, expiration of the charter period, 
forfeiture of the charter by the state or judicial decree. 

(b) Legal entity. A partnership has no legal existence apart from the 
partners who compose it. Hence, a partnership can not sue or be sued by 
one of the partners, since a person can not be both plaintiff and defendant 
in the same suit. A partnership is bound by the acts of each partner when 
acting within the limits of his actual or implied authority, but a corporation 
can not be bound by the acts of its stockholders individually. 

(c) Limited liability. Since a partnership has no legal entity apart from 
the partners who compose it, all partners are jointly and severally liable for 
the debts of the partnership. Stockholders, however, have no such unlimited 
liability. In most states, if the company received par for the stock, all fur- 
ther liability would cease. In some states, there is a further liability not to 
exceed one hundred per cent of the par value of the stock owned. If stock 
is purchased from the corporation at a discount, there is a liability for the 
amount of the discount if the corporation is unable to pay its debts. In 
practice, the advantage of limited liability is somewhat nullified by the fact 
that banks often require a corporation’s notes to be endorsed by the officers, 
directors or stockholders. 

(d) The stock system. The corporate method of dividing the capital into 
shares which can be transferred has the advantage of making it possible to 
obtain capital from a larger number of persons than would be possible under 
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the partnership form of organization and makes it possible for a stockholder 
to withdraw from the enterprise by selling his stock. 

(e) Management. In a partnership each partner has an equal voice in the 
management, regardless of capital contributions. This often results in dis- 
sension and not infrequently in deadlock. In a corporation the ultimate 
control rests with the stockholders, who exercise this control at the annual 
meeting by electing directors. The management is thus placed in the hands 
of directors, who exercise it through officers elected by them. 

On the other hand, the corporate form of organization has its disadvan- 
tages, among which may be mentioned the following: 

(1) A corporation is subject to the supervision of the state in which it is 
organized, of other states in which it does business and of the interstate 
commerce commission, if it does an inter-state business. 

(2) A corporation may not engage in any other business than the one 
which its charter empowers it to conduct. 

(3) In some states a corporation may not own its own stock, the stock of 
other companies or real estate other than its business premises. 

(4) A corporation’s capital stock may not be increased above, nor reduced 
below, the amount authorized by its charter without the authorization of the 
proper state officer. 

(5) Corporations must usually obtain a license to do business in a state other 
than the one in which they are organized. Failure to comply with this require- 
ment may subject them to fines or render them incompetent to bring action 
in the courts of the state. 

(6) All important acts must be authorized by the board of directors and 
minutes of the directors’ and stockholders’ meetings must be kept. 

(7) Restriction is often placed on the amount of liabilities which may be 
incurred. Often this amount may not exceed the outstanding capital stock, 
and directors who are present and who vote for the incurring of excess liabilities 
become personally liable. 

(8) Profits can not be divided in an arbitrary ratio, as may be done in a 
partnership, but raust be divided, if at all, in proportion to stockholdings. 

(9) Profits can be distributed only after a formal declaration of dividends by 
the directors. 

(10) The distribution of dividends must not impair the capital. 

(11) Minority stockholders may be at the mercy of majority stockholders 
and without means of protecting their interests. 

(12) Frequent and varied reports are required of corporations by the states 
in which they are incorporated or in which they are doing business. 

(13) Organization fees, franchise taxes, stock-transfer taxes and capital- 
stock taxes often make the total tax burden of a corporation considerably 
greater than the tax burden of a partnership doing a similar business. 

So far as the matter of federal taxes is concerned, it appears that it would be 
decidedly disadvantageous for A and B to incorporate, although in the ab- 
sence of information as to the amount of income earned by A and B outside the 
partnership this can not be definitely known. Assuming, for the sake of illustra- 
tion, that A and B are both married, that neither has children or other de- 
pendents and that the total profits of $30,000 (minus federal taxes) would be 
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divided by the corporation in the form of dividends, the comparative taxes 
under the partnership and corporate forms of organization would be: 
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Aare Me een toon eo eee. 2 
Tahal corp beth eRs sing. 666005 5 nen eenes $2,120 
CORPORATION. 
Corporation tax—12}4% of $30,000... ... 2.6... e eee eee ees $3,750.00 
Individual tax: 
IIE 6.5. 55 6 bos hes bape ss eae ana $30 ,000 
SR fos nas ca sdaeeus cock neha eke wane 3,750 
pC re ee ee Re ar eS 26,250 
One-half dividends thereof to each................ 13,125 
I MI, 5. 055 ccs caoss od3 esas teas See $113.75 
RO Os a os on ee eee eee 2 
Total surtax on dividends to Aand B................ 227.50 


Total corporation and individual tax......................4-. $3,977 .50 


The foregoing computations have been made on the basis of the law in force 
at December 31, 1923, as the problem states that the proposed incorporation 
was in prospect as of December 31st. The total taxes under the corporate 
form could be somewhat reduced by allowing salaries to the two partners, but 
not sufficiently reduced to bring the total taxes below those payable under the 
partnership form of organization. 

In addition, the corporation would have a capital-stock tax to pay. Assum- 
ing that the capital would be $100,000, as mentioned in the problem, the tax 
would be $95. 


No. 2. 

A & B having incorporated on January 1, A dies February 1. His executor 
thinks he has grounds for believing that A did not receive his full equity in 
the incorporation of the old firm. b offers to submit all the books and records 
to you as auditor acting for both parties. State what books and records you 
would examine and how you would satisfy yourself that A had or had not 
received full value for his interest in the firm. (Assume that you have not been 
employed by either party before.) 
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Answer: 

As to the books and records which would be desired, the only possible answer 
is that you would want them all, whatever they might be. In particular, the 
articles of partnership should be mentioned, as it would be the auditor’s duty 
to see that the accounts had been kept in such a manner as to give effect to the 
agreement between the partners. 

In the first place, the auditor should see that the assets were fairly valued at 
the time of the incorporation of the business. Conservative going-concern 
rules for valuation might have been applied in the valuation of the assets and 
this might have worked a hardship by transferring to the corporation property 
at less than its real worth. When a business is incorporated, the transaction 
may be regarded as a sale of the property by the partnership to the corporation 
and realizable values may be used instead of going-concern values. 

In the second place, the auditor should make a sufficient investigation of the 
profits of prior years to satisfy himself that they have been correctly computed. 
This is important for two reasons. First, the credits to the capital accounts 
would be directly reduced by the amount of any understatement in the profits. 
Second, the capital accounts would be indirectly reduced if allowances for good- 
will were based on understated profits. 

In the third place, the auditor should see that all charges and credits to the 
partners’ accounts were made in accordance with the partnership agreement; 
for instance, that profits were divided in the agreed ratio, that drawings were 
treated as drawings and not as salaries, that salaries were treated as salaries 
and not as drawings, that interest was not credited on capital or charged on 
drawings unless there had been an agreement to that effect, and that interest 
had been allowed on partners’ loans. 


No. 3. 

As the result of the above audit (question 2) you find A was entitled to 
$2,000 more for his equity, which B settles by transferring additional stock at 
par for the amount. On April 1 the books of A’s executor show the following 
receipts: 

(a) From sale of above-mentioned stock at par.................. $2,000 
(b) Rent of property owned by A for the quarter ending February 29 300 
(c) Dividend on railroad stock declared the previous December 15, 


ee nnd oe chieceS teen oe Fae ds oe ha 300 
(d) Six months’ interest on a mortgage paid March 31............ 600 
(e) Refund of excess federal income-tax which A had paid three years 
Rs. seid esha aaa E Sg AEG es ps EG Teed Oks 6G RE a] 300 
and the following disbursements made: 
NN EE Mr res Ce ee erry 500 
) Rent of A’s residence for January, February and March........ 300 
ey SS UIINNS SOE DOUG... oo. 5c occ i ceaenscewere sss 100 
(i) Cash advanced to A’s widow, sole legatee.................... 1,000 
(j) A’s federal income-tax for the previous year and for one month of 
oo ge Kae Dic an Ka die Aaa ERR A Te dae et 410 


Items (a) to (e) are found to be included in the revenue account of the 
estate, and items (f) to (j) charged toexpense. Have you any criticism to offer? 


Answer: 

(a) The proceeds of the sale of the additional $2,000 of stock at par should 
not be regarded as income. The additional stock was received as a correction 
of A’s capital in the corporation. It should have been credited by the executor 
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to the corpus account and shown in the summary statement as an additional 
asset discovered. Even if the stock had been sold at more than par, there 
would have been no profit to be shown as income, for the corpus consists of the 
stock or whatever is realized upon it. 

(b) The propriety of the treatment of rent on property owned would depend 
upon the state in which A lived. Rents do not accrue under the common law. 
Many states have enacted statutes which provide that rents shall accrue; in 
fact so many states have passed such statutes that there is a prevalent opinion 
that rents always accrue, but there are enough states where the contrary rule 
governs to make it necessary to qualify the answer in this particular. If A 
lived in a state where rents accrue, two months’ rent would be corpus and one 
month’s rent would be income. If A lived in a state where rents do not accrue, 
the entire amount collected would be income, as it apparently became due and 
was collected after A’s death. 

(c) The dividend would be corpus because it was declared prior to A’s death. 

(d) The interest should be apportioned between corpus and income; the 
amount accrued at February 1 would be corpus and the remainder would be 
income. 

(e) The refund of excess federal income-tax should be classified as corpus; it 
was a debt of the government at the date of A’s death and constituted an asset 
at that date. This would be true even though the amount had not been ascer- 
tained or the claim acknowledged at that date. 

(f) Funeral expenses are a charge against corpus, not income. 

(g) See (b). If rents accrue in the state in question, the rent for January 
would be a charge against corpus and the rent for February and March a 
charge against income. If rents do not accrue, the date of maturity of the ob- 
ligation would govern. For instance, if the rents were payable on the first day 
of each month, in advance, the rents for January and February would be charge- 
able to corpus, as they were due before A’s death. 

(h) Household supplies, purchased before A’s death, should be deducted 
from corpus. 

(i) The cash advanced to the widow should not be regarded as an expense, 
although it might be chargeable to income. The point is that it should be re- 
garded as a distribution of the estate and, since the widow is the sole legatee 

nd entitled to both the principal and the income, the executor could consider 
he payment either a distribution of income cash or of principal cash. 

(j) Federal taxes on income earned by A prior to his death should be classi- 
fied as charges to corpus. The tax on income earned after death would be 
chargeable to such income. 


N o. 4. 

A client comes to you for the purpose of being assisted, so far as all account- 
ing matters are concerned, in the consolidation of five manufacturing companies. 
He informs you that it has been decided that in the first place each concern 
will send to him a balance-sheet as at the close of its last fiscal year and profit- 
and-loss accounts for each of the past five years, so that a preliminary state- 
ment can be prepared showing the approximate amount of common and pre- 
ferred stock of the new incorporation that will be turned over to each of the 
five companies in settlement for its net assets, etc. 

The plan outlined for consolidation includes the giving of preferred stock for 
all tangible assets less liabilities and common stock for the goodwill based upon 
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past profits. He asks you to prepare for him a letter to be sent to each of 
these five companies requesting such further information as might not ordi- 
narily appear on a balance-sheet and profit-and-loss account, which it would 
be necessary to have before you in order to prepare the preliminary figures 
referred to above. Outline the character of the information which you would 
include in such a letter. 


Answer: 


Gentlemen: In order to enable us more equitably to determine tentative 
figures for the distribution of the preferred and common stock in the proposed 
consolidation, we request the following additional information: 

The estimated appraised value of the physical properties. Presumably 
your fixed assets are carried on the books at cost less depreciation. It is 
desired to know approximately the values which could be obtained for such 
properties in their present state of age and depreciation and in the present 
market. 

The policy which you have followed in regard to the treatment of ordinary 
and extraordinary repairs. Have these been charged to operations or to the 
depreciation reserve? 

The rates of depreciation used on different classes of property and whether 
these rates have been applied to cost or to diminishing values. 

A classification of the notes and accounts receivable, as to age, with such ad- 
ditional information as you may be able to furnish in regard to probable col- 
lectibility. Also the amounts actually charged off for bad debts during the 
past few years, as distinguished from the amounts credited to the reserve for 
bad debts. 

The method of determining the cost of inventories of goods in process and 
finished goods. 

The amounts paid as executive salaries, showing the title of the officer or 
other executive and the amount of salary paid. 

The amounts of interest payments on long-time and short-time borrowings. 
Also the approximate borrowings by months. 

Any extraordinary or extraneous profits or losses during the past five years, 
not clearly shown by the profit-and-loss statements as having arisen from 
sources other than operations. 

Present purchase commitments. 

Contingent liabilities of all kinds. 

Any construction or other contracts. 

Requirements as to working capital, sinking fund, etc., connected with bond 
and preferred-stock issues. 


No. 5. 
To what extent do you consider it obligatory for an auditor to examine 
minutes? Illustrate by reference to audits of diferent classes, such as: 
(a) An incorporated company; 
(b) A university or hospital partly endowed; 
(c) The governing body of a political subdivision, such as a town council or 
board of freeholders; 


iving examples of the character of information which you would expect to 
nd in each. : 
If in any of these cases you were refused access to the minutes what would 


be your position? 
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Answer: 

An auditor should always examine the minutes of the concern which he is 
auditing, and, if he is refused or if he for any other reason fails to obtain access 
to the minutes, he should make a statement to that effect in his report. 

According to Mr. Montgomery, the following points may be involved: 
‘contracts for additions to plant; purchase of other corporations or large inter- 
ests therein; contracts for future deliveries of goods and materials in unusual 
quantities; payments of bonuses and special compensation to officers and 
others out of past profits, actual payment to be made at a future date; settle- 
ment of pending litigation and disputes regarding tax and similar obligations, 
for sums in excess of the liability, if any, carried therefor in the books; possibly 
of litigation, such as alleged infringement of patents, which might seriously 
affect the value of assets; contracts or agreements which might tend to increase 
the assets or reduce the liabilities.” 

As to universities or hospitals, one of the special points in the audit should 
be to determine whether or not gifts have been applied in conformity with the 
expressed wishes of the donors. The minutes should, and usually do, contain 
copies of resolutions of acceptance and thanks. These would put the auditor 
on notice as to the gift and would enable him to determine what, if any, 
specific purpose was named by the donor and also whether the funds had been 
used accordingly. 

In the case of a governing body of a political subdivision, the minutes should 
be examined to ascertain whether expenditures had been made in accordance 
with appropriations. As an illustration of the many unusual facts which may 
be brought to light, it may be mentioned that in one municipality certain local 
improvements were made which were to be paid for in part by special assess- 
ments against property holders and in part by general payments from the 
town’s funds. The minutes disclosed the fact that the expenditures had been 
authorized, the appropriations made for the amounts to be paid by the town, 
the authorization mad2 for including the amount in the levy, but the amount 
was actually never included in the levy. The result was that the town had a 
considerable accumulation of liability for which it had made no provision. 


No. 6. 

In auditing the books of a manufacturing concern state fully what steps you 
would take to satisfy yourself on the subject of the item “wages” in the 
current profit-and-loss account. 


Answer: 

Tests should be made in the following manner: Compare a number of weekly 
payrolls with the record of employees and wages payable at the respective 
dates. Foot the payrolls. Compare the payroll totals with the amounts 
recorded. Examine the system of internal check as to the payment of wages 
and the safeguarding thereof. Compare a few payrolls with the time tickets 
turned in by the factory employees. Determine whether receipts or cancelled 
cheques are on file in amounts sufficient to account for certain payrolls. 


No. 7. 

Mention the chief points to be observed in reporting upon the accounts of a 
partnership where you are acting on behalf of a retiring partner, when the 
business is to be continued by the remaining partners. . 
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Answer: 

The auditor under such an engagement should remember that there is a 
distinction between the proper rules for valuation of the assets of a going 
concern and the rules for valuation of a partnership about to dissolve. 

In a going concern, merchandise, for instance, should be valued at cost or 
market, whichever is lower. This is a conservative rule to avoid the antici- 
pation of profits and in a going concern market values in excess of cost should 
not be given expression in the accounts. But if a partner is retiring the situ- 
ation is different. The rising market indicates additional profits to be realized 
and, since the market increase has taken place prior to the partner’s retirement, 
it is entirely proper that he should share in the benefit. In fact, it would be 
improper to deprive him of his share of the benefit. 

In a going concern, fixed assets are valued at cost less depreciation; replace- 
ment values are not given consideration—at least not by credits to the capital 
accounts. But if a partner is retiring he is selling to the remaining partners 
his interest in the fixed assets and, if they are worth more than the value at 
which they are carried on the books, the accounts should be adjusted to bring 
them to their present realizable value. 

In a going concern, conservatism is the acceptable policy and excessive 
reserves against accounts receivable and other assets and excessive reserves 
for contingencies may be regarded as a commendable error. But such would 
not be the case when one of the owners is about to withdraw. 

In adjusting the asset accounts to realizable values, the auditor should 
remember that the undervaluation of some of the assets has affected the 
profits, while in other cases (such as the adjustment of fixed assets to an 
appraisal in which increased replacement costs are given effect) the increase 
in the asset value can not be regarded as a correction of past profits. To the 
extent that adjustments may be regarded as affecting profits, the auditor 
should remember that the goodwill to be allowed to his client may also be 
affected. 

In addition to the determination of fair asset values, the auditor should see 
that the provisions in the articles of partnership have been fulfilled and that 
his client has received proper credit for investments and profits. 


No. 8. 
Statement 

In the course of your examination of the A-B Company of Duluth, Minne- 
sota, you find that the preferred stock is issued under a covenant that the 
corporation will at all times maintain net current assets of a value twice the 
amount of the outstanding preferred stock. The articles of incorporation also 
prescribe that the term “current assets” means the cash and bank balances, 
merchandise, current customers’ accounts and notes, and the cash surrender 
value of life insurance, if any. 

The final trial balance of the A-B Company at December 31, 1923, submitted 
for your verification and certificate is as follows: 


Account 
Dr. Cr, 
CO SERIA CRE PT eT e Ce OT $350,000 
ee Serer reer re rr reece 1,300,000 
GINS bn pines 60 cc ccdccccccudassvveeseés 2,500,000 
Cees RE DOE TAR, 6 vic eis cictvccseccvkeceusts $525,000 
Cash surrender value of life insurance .............. 150,000 
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Dr. Cr. 
Customers’ accounts and notes. .... tebe deelacel $2,150,000 
Deferred charges............. as salen dackeal 110,000 
Merchandise. .......... MAS oie 8 RAL Pe eee 2,000,000 
Plant and equipment........ Pei isaceean .... 1,750,000 
Presesned GORGE. 6.66.0 sw cscs cscs eye ee ried $1,500,000 
Stocks and bonds......... 1s, 5g REE vA ee ee 75,000 
a a gee IE See yy ne ee 1,110,000 





$6,760,000 $6,760,000 








In verifying the bank balances you find that two bank accounts, carrying 
balances to the credit of the corporation of the aggregate sum of $100,000 since 
August I, 1923, have suspended payment on all deposit balances at September 
I, 1923, and while these banks were open and conducting business on deposits 
made after September 1, 1923, the $100,000 was not subject to immediate 
demand and there is no information available as to when these amounts will 
be released. 

In your review and verification of the customers’ accounts you find that every 
required diligence has been exercised prior to the preparation of the statement 
above to charge to profit and loss all customers’ accounts doubtful of reali- 
zation. Also you discover that in certain territories served by the corporation 
many banks are closed on account of agricultural and financial conditions and 
that the retail dealers in these particular territories who are customers of the 
A-B Company are unable to make settlements according to the firm’s usual 
terms. Your examination of the credit files and correspondence relative 
thereto convinces you that the debtors have abundant resources, but at the 
date of the statement above are unable to make remittances, also that requested 
extensions have been granted them beyond the regular terms of credit. The 
aggregate of customers’ accounts in this condition is $125,000. 


QUESTIONS 


(a) State your understanding of the term “current customers’ accounts.”’ 

(b) Revise the above final trial balance of the A-B Company at December 
31, 1923, so as to give proper expression to financial conditions as 
expressed above. 

(c) How would you report with regard to the preferred stock covenants in 
the articles of incorporation? 


Answer: 


(a) Current customers’ accounts, strictly defined, are those customers’ 
accounts which are not past due. In some businesses this might mean accounts 
which have been placed on the books within the last sixty days, while in others 
it might mean those which have been placed on the books within the past six 
or nine months. The credit terms are the deciding factor. 

The foregoing is, however, a very strict definition which is rarely applied in 
deciding whether accounts receivable may properly be included in the current 
asset section of the balance-sheet. A more reasonable definition, in consider- 
ation of the latitude usually allowed in practice, would include among cus- 
tomers’ current accounts those accounts which arose from merchandise sales, 
which are not long past due and which there is a probability of collecting in 
the near future. 

The definition of current assets may have some bearing on this question. 
Current assets have been defined as including cash and other assets which will 
be converted into cash in the regular order of business. Some might contend 
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that when a general economic situation exists which makes financially respon- 
sible debtors unable to make payments within the usual credit period and 
necessitates the granting of extensions, the old ‘‘regular order of business’’ has 
been superseded by a new, temporary, regular order and furthermore that good 
accounts, which can not be immediately collected, are nevertheless current 
under the new condition of affairs. While such a theory would probably 
justify including in the current asset section of the balance-sheet the $125,000 
of accounts receivable mentioned in the problem, if there were no special 
corporate requirements, still it seems doubtful whether it would justify classing 
these accounts as current in determining whether the preferred-stock require- 
ments have been observed. 

(c) Before setting up the revised statement required in (b), it seems advisable 
to answer the third part of the question. I would not show the corporation as 
definitely in default on its preferred-stock requirements. I would not include 
the $125,000 of accounts receivable in the current classification, but I would 
include the entire amount of bank balances in that classification. This would 
leave net current assets of an amount more than twice the amount of the 
preferred stock outstanding. It will be noted that the question uses the words 
“bank balances"’ without qualification. Notwithstanding the fact that the 
$100,000 of cash is not subject to immediate withdrawal, it is nevertheless a 
bank balance. In the absence of a more explicit statement in regard to the 
relation of bank balances to current assets, it would seem to be the auditor’s 
duty to make no positive declaration that the company was in default as to 
the current asset requirements, but to furnish sufficient information to put the 
preferred stockholders on notice so that they could, if they wished, raise the 
question of the meaning of bank balances. 


A-B ComMPANY BALANCE-SHEET 
December 31, 1923 


Assets 
Current assets: 
Cash and bank balances subject to cheque...... $425,000 
Bank balances not subject to cheque........... 100,000 
Cash surrender value of life insurance. ......... 150,000 
Customers’ accounts and notes—current........ 2,025,000 
I en So a ees ie an 2,000,000 
————. $4,700,000 
Investments: 
IRS 561 55k. oie, wrsiiin ch @ ain ey Uviw aie $75,000 
Customers’ accounts—not current............. 125,000 
—_——— 200,000 
Fixed assets: 
EE gn... ccc so os ede ewwae o 1,750,000 
Deferred charges: 
AM Ks hekeqwhnt sey Chae eee baad 110,000 
$6,760,000 
Liabilities 
Current liabilities: 
Rd os dun s¢chse bvacsansddeanka $350,000 
Gs sos Soe desceesstnsees 1,300,000 
1,650,000 
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Capital: 
Capital stock: 
ko, EPO at eratc rr er $1,500,000 
SI ain eoadahs BY eee esol awe eee 2,500,000 
i's Di PUES Paid ee Canes 4,000,000 
IN: 5 5 oe oo nas ak eS ee 1,100,000 $5,100,000 





$6,750,000 


The comments in the report would of course explain the status of the $100,000 
bank-balance item and of the $125,000 customers’ accounts. 


The following question and answer are not part of any examination of the 
American Institute of Accountants, but they are of general interest. 


PROBLEM IN RESERVES 


On january 15, 1908, AB and five others acquired a tract of land containing 
500 acres at a cost of $50,000. They incorporated March 1, 1908, as the Valley 
Realty Company for the purpose of acquiring, subdividing and selling this 
tract for residential purposes, the company having 5,000 shares of no-par- 
value capital stock and a declared common capital of $50,000. The land was 
turned in to the company by AB and his associates for 2,000 shares, the value 
placed thereon being $120,000. The remaining 3,000 shares were sold for 
cash in the aggregate amount of $180,000. A landscape architect was engaged 
and in accordance with his advice sales of lots were not made until March 1, 
1918. It was found that errors in early development work had caused the 
company to borrow $30,000 at 6% on March 1, 1917, the loan secured by mort- 
gage on the entire property. The sales contracts with purchasers of lots pro- 
vide that the company will maintain the allotment park and driveways in 
perpetuity. To insure this a fund is to be created for the permanent mainte- 
nance and care of the park and driveways, the estimated annual expense of 
which is $6,000. It is agreed with purchasers of lots that one-third of all cash 
received from sales shall be invested in bonds to yield 4%, until enough has 
been so invested to meet the annual expense mentioned. It is further agreed 
that when all lots are sold the bonds will be turned over to a board of trustees, 
elected by lot owners, who are to manage the parks and driveways. 

You, as an accountant representing the estate of AB, who died March1, 
1924, are requested to audit the company’s books, and you find that the tract 
had been divided into 400 lots of different sizes, but all of the same selling price, 
and that on February 28, 1924, there were 40 lots unsold. You find that the 
company has been following the practice of paying 5% commission to its sales- 
men upon collection in full for sales made; that at January 1, 1924, when there 
remained 50 lots unsold and in order to hasten the sale thereof, contracts had 
been entered into for additional improvements to cost $10,000 not yet made at 
February 28, 1924, these improvements benefiting only the unsold lots. An 
inspection of the minute-book showed a dividend of $1.00 per share declared 
February 25, 1924, payable March 15, 1924. 

You pe oft two trial balances as follows: 

March 1, Feb. 28, 


Debits: 1918 1924 
ng aia wi tdic tw hfs wate be whe Sey aca $6,000 $102,000 
Accounts receivable for sale of lots............. 100,000 
E'S TEP OEE OOS SIRE GE EG CELI ESD 100,000 
on ose aha etc aie eee Sik eke a kee 120,000 120,000 
ERLE, SOC TEEPE PE Pee ee 160,000 160,000 
Re ie ere re 30,000 30,000 
SRE CIID fan «5 adh ¢ kkk 404 wd oe Oe a 14,000 134,000 
Park and driveway maintenance............... 36,000 
ING «6s aicsern'e ca = 3's 60S ca Werceelenhaue 430,000 





$330,000 $1,212,000 
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Credits: 
NT ol Sicily did Wak’ ee a koe na Coc amen cee $300,000 $300,000 
ES ee Pere era ay ee Oe 900,000 
SD GUN soins ov oop oieuninwemn 12,000 
ina > piawcactn oa hares Kees a deep Geen 30,000 





$330,000 $1,212,000 








From the foregoing data prepare journal entries, profit-and-loss account 
for the period and balance-sheet as of February 28, 1924. No provision is 
to be made for deferred income on uncollected accounts or for federal taxes, 
it being expected, however, that all other properly deferred and accrued items 
for which the information is available will be set up. 


Answer: 

It is assumed that the examiners did not desire entries to record the facts 
already on the books, but merely those entries which are required to adjust and 
close the books. 

The first step is to include in the real-estate account all expenditures which 
may properly be regarded as having been made in adding to the value of the 
property. This of course includes the cost of the improvements. It may also 
properly include the general expense of $14,000 incurred during the develop- 
ment period, for this expense was incurred for the purpose of making improve- 
ments, and it is in reality as much a cost of the improvements as is the amount 
of $160,000 which has been specifically charged to the improvements account. 
It also seems permissible to charge the property with the interest paid during 
the development period. During this period no income was earned, and the 
same principle which allows the capitalization of interest on bonds during the 
construction period would seem to justify the capitalization of interest paid 
during the development period of a company engaged in the subdivision and 
sale of property. Therefore, in the following journal entry, the charge to 
property for general expense includes an item of $1,800 which has presumably 
been charged to the general-expense account during the period from March 1, 
1918 to February 28, 1924. 


ERE. OS SPEER. Senne ree a $175,800 
NN ans Oe ara an og od wih eennaeieh es $160,000 
ne a so nt dott & a eins 15,800 


To charge the property account with the cost of de- 
velopment, including general expense incurred during 
the development period, and mortgage interest appli- 
cable to that period. 


The total cost of the property and the cost of property sold and unsold may 
be computed as follows: 








Real-estate account, per books...................... $120.000 
Add expenditures of development period: 
A ead ag as sh so ek ines kee eea $160,000 
I i oding. i Ceiba Sw a neta bes ae ee 14,000 
onl, 4 ip «eu = ease 4 eau h oe emai ie 1,800 175,800 
ES ee er ree $295,800 
Cost of 360 lots sold (90% of $295,800) .............. 266,220 
Inventory of unsold lots at February 28, 1924 ........ $29,580 
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The next step is to close out the expense and income accounts now on the 
books. 


Prolt ete Oite os occ ose SS tad Ee ee $447,420 
IN 25 eee ss 5 ooh et Lee $266,220 
Lam SURINOOE «oa. 5s 5p one's Ra seene te 27,000 
CS nn sk 5a sw des ou cede nme 118,200 


Park and driveway maintenance................ 
To charge profit and loss with the cost of lots sold and 
with expenses applicable to the operating period. 


It will be noted that only $27,000 of the improvements replaced account 
was charged off. It did not seem proper to charge the cost of the replaced 
improvements to the property account and at the same time it seemed hardly 
equitable to charge the entire expense against the proceeds of ninety per cent 
of the lots. Therefore ninety per cent of the expense was charged off and the 
balance was deferred, but not as a part of the inventory. The amount shown 
in the foregoing entry as general expense is the remainder of the $134,000 
shown in the trial balance, after having charged $15,800 to the property. 


Sale GE oGi.os on ccd a es ce eee ,000 
Bom Se IG 5 550 SSS isc hie de eaienans 12,000 
NE a ok ot oaks is Le bala eas $912,000 


To credit profit and loss with the proceeds of sales and 
with interest. 


The account with bond interest earned can properly be credited to income 
as the charge for the cost of perpetual maintenance will be made by a separate 
entry. The cash collected on bond interest need not be added to the fund, as 
maintenance expenses during the operating period have been paid out of the 
general cash. 

The entry to be made to record the perpetual maintenance expense requires 
careful consideration. In the first place, the problem states that sufficient 
bonds are to be purchased so that the income at 4% will provide an annual 
amount of $6,000. This will require the purchase of bonds of a par value of 
$150,000. It is to be assumed that these bonds will be purchased at par. The 
company has agreed to expend one-third of all cash received for the purchase of 
such bonds until it shall have purchased bonds of a total par value of $150,000. 
The company has received $800,000 in cash from the sale of lots, and this 
amount would have beer: more than sufficient to provide for the purchase of the 
total amount of bonds if the company had complied with the terms of the con- 
tract. While the company is delinquent in the matter of bond purchases to the 
extent of $50,000, this fact should be shown in the comments of the report or as 
a footnote on the balance-sheet ; the accountant should not attempt to show this 
delinquency by setting up a reserve, as any reserve set up should be provided 
by a charge to profit and loss and this charge should be for the accrued expense, 
which is considerably more than $50,000, as will be shown directly. 

In determining the amount of accrued expense applicable to the period be- 
tween March 1, 1918 and February 28, 1924, several facts should be taken into 
consideration. In the first place, the total expense of providing for perpetual 
maintenance is known to be $150,000. But it must not be assumed that this 
entire amount of expense has accrued at February 28, 1924, merely because in 
accordance with the contract all the bonds should have been purchased at that 
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date. The expense of $150,000 is a selling expense incurred as an inducement 
to obtain customers. This inducement will no doubt have as much effect in 
selling the remaining 40 lots as it had in selling the 360 lots already sold. Now 
it would be manifestly unfair to charge the profits arising from the sale of 360 
lots with expenses which are applicable to these lots and also to 40 lots yet to be 
sold. The correct thing to do is to charge against the profits from the sale of 
360 lots the expenses incurred in selling these lots and to charge against the 
profits arising from the sale of the remaining 40 lots the expenses to be incurred 
in selling those lots. Since the lots are all to sell at the same price, it has been 
assumed that they have the same cost and it would appear equitable to assume 
that the selling expense is incurred in proportionate amounts. Therefore, 
since 360 of the 400 lots have been sold, a reserve equal to 90% of $150,000 is 
set up for perpetual maintenance and the remaining 10%, or $15,000, will be 
set up after the remaining 40 lots have been sold. 

Perhaps the question now uppermost in the reader’s mind is this: Yes, but the 
contract says that the company should have $150,000 of bonds on hand in the 
maintenance fund at this time; therefore the contract requires a reserve of 
$150,000. The statement of fact in regard to the fund is true, but the con- 
clusion in regard to the reserve is unwarranted. The lot purchasers have a 
right to insist that the company fulfil its obligation in regard to the purchase of 
the bonds, but they have no right whatever to dictate in any way as to the 
amount of the reserve. This is dictated by sound accounting principles. If 
the company buys the requisite number of bonds it will fulfil its contract even 
if it sets up no reserve. The reserve is necessary in order to make a correct 
computation of the profits and is not necessary in order to comply with the 
terms of the contract. All that is required in regard to the reserve is to deter- 
mine on what basis and in what amounts the expense of providing for perpetual 
maintenance is incurred and to set up the reserve by charges to profit and loss 
accordingly. The method of determining the expense accrual used above 
seems to be the best one available. 

NN oe ot oe RE tics <5 ct nee K as ea he prt $135,000 
Reserve for maintenance.....................-. $135,000 


To set up a reserve to record the expense of providing 
for perpetual maintenance. 


Attention is next directed to the contract, made on January 1, 1924, provid- 
ing for additional improvements to cost $10,000. This contract is specifically 
stated to have been made as an inducement to purchasers at a time when 50 
lots remained to be sold and the improvements were to benefit only the lots 
‘unsold. The problem is perhaps subject to the interpretation that the im- 
provements would benefit only the 40 lots unsold at February 28, 1924, but this 
is unlikely. We have, then, an additional expense of $10,000 to be spread over 
the period during which the last 50 lots are sold. As 10 of the lots were sold 
between January I, 1924 and February 28, 1924 and as it is assumed that these 
lots were sold on the basis of the agreement to make the additional improve- 
ments, one-fifth of the expense should be charged against the profits arising 
from the sale of these 10 lots. Since the improvements have not been made and 
since neither a cash payment nor a liability has been recorded, a reserve for 
$2,000 should be set up. It does not appear to be necessary to make any entry 
for the remainder of the $10,000. 
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Profit anil R00k. ....06350ic0es eee $2,000 
Reserve for improvements...................... $2,000 
To set up a reserve and record the expense for im- 
provements to be made on lots sold since January 1, 
1924. 


The problem states that the company has followed the practice of paying 5% 
commission to its salesmen upon collection in full for sales made; this presum- 
ably means that when the accounts receivable of $100,000 are collected, com- 
missions of $5,000 will be payable. As these commissions were incurred on 
account of sales already made, the expense thereof should be charged against 
the profits on such sales. 


Pret MOR G5 ke Siw in nanttin cka lA a hddd adel cai $5,000 
ResOeVe TOE COMNMIIIEIOND...w 5. 6.5.5 5.5.5 5 osisin.s eons cbse $5,000 
To record the liability for salesmen’s commissions to 
be paid upon the collection of the accounts receivable 
now on the books. 


The profit-and-loss account now shows a balance of $322,580, which is 
transferred to surplus by the following entry: 


Profit and loss... .. ore Sy ae ee . $322,580 
Pr es pats aki dort $322,580 
To close the profit-and-loss account. 
DOI. os cacdiidnec ss vk svcd rita ee ek 430,000 
Diveiueis- oan... ss oa... Pee 
To charge surplus with dividends paid. 
SON cc: 4’ 5 ihgclsi-cin nan ab ok + ko ae eee es ee 5,000 
Ee. Sais ae fre oh ee 5,000 
To record the declaration, on February 25, 1924, of a 
dividend of $1 per share on the no-par-value common 
stock, payable March 15, 1924. 


430,000 


While it is true that the surplus account will show a debit balance, it never- 
theless remains a fact that the directors have declared the dividend, and whether 
it is illegal or not it is at present a liability of the company. 


Profit-and-loss account 
For the period from March 1, 1918 to February 28, 1924 


Cost of lots sold........ $266,220 IN 5 ok torn gs Kidney $900,000 
Improvements replaced. . 27,000 Bond interest earned... . 12,000 
General expense........ 118,200 
Park and driveway main- 

I Se 36,000 
Reserve for perpetual 

maintenance......... 135,000 
Reserve for improvements 2,000 
Reserve for commissions . 5,000 
Net profit—to surplus... . 322,580 

$912,000 $912,000 





The foregoing is set up in account form rather than in statement form be- 
cause the problem specifically calls for a profit-and-loss account. 
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THE VALLEY REALTY COMPANY 
Balance-sheet, February 28, 1924 


Assets Liabilities 
eee ee i Costteh tee 6... < oss, $300,000 
Accounts receivable... . . 100,000 Reserve for maintenance. 135,000 
Perpetual maintenance Reserve for improvements 2,000 

Fund—bonds........ 100,000 Reserve for commissions . 5,000 
0 29,580 Dividends payable...... 5,000 
Deferred charge—im- 

provements replaced. . 3,000 
ee A re 112,420 

$447,000 $447,000 


There remains, the question of the excess amount paid in over the declared 
value of the common stock without par value. It is believed by some account- 
ants that, when a company declares a stated value as applicable to its no-par- 
value stock, only this stated value should be credited to the capital stock ac- 
count and that the excess should be credited to surplus, capital surplus or 
paid-in surplus. Others hold that the entire amount should be credited to the 
capital-stock account, as indicative of the amount of capital paid in, and that 
only profits should be credited to surplus. 

This question must be considered with the further question as to whether or 
not such additional amounts paid in, in excess of the stated value of the com- 
mon stock, are returnable to the stockholders in the form of dividends. Un- 
fortunately this is a question on which there have, so far as I am informed, been 
no legal decisions. Until such time as there are decisions covering this point, it 
seems preferable to credit all amounts received for stock to the capital-stock 
account. Any other treatment has the effect of arbitrarily assigning a nominal 
value to the stock, which is contrary to the theory of no-par-value stock. And 
yet, it must be recognized that there is logical ground for the argument that if a 
company declares a certain amount as fixed capital, not to be returnable to the 
stockholders in the form of dividends, the excess of the paid-in capital over this 
fixed amount is, by inference, returnable to the stockholders. 
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